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CONTROL 


We cannot control the changing markets, business cycles, political, 
social and economic forces, or mould them to suit our own special 


company needs. 


Each of us can, however, put our own company in such tight 
business trim and control that we may quickly take full advantage 


of whatever situation develops. 


As good managers this is the minimum expected of us. 








Our day-in day-out job is assisting management in this critical appraisal and 








working with them in the following broad areas:— 
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Editorial Comment... 


WHAT ARE YOU DOING ABOUT INFLATION? 


- question is directed to the financial executive and the industrial accountant. It 
seems well established that most economists consider inflation an evil, although 
there are notable exceptions, like Sumner Slichter. Politicians and governments pro- . 
: fess to combatting inflation but, in the eagerness of wooing and winning electors, their 
actions by and large are inflationary in character. Inflation is the easiest way of sub- 
stituting slow erosion of long-term government obligations for an open devaluation 
of the currency (practised elsewhere in the world). At present, we certainly do not 
see “too many dollars chasing too few goods” or the “scarcity of labour” usually 
considered characteristic of inflation. The marked flight from fixed term investments 
» into equities is merely a symptom of lack of confidence in the stability of the dollar’s 
| purchasing power. In future, a debenture or bond will have to offer in the interest 
/ rate not only a reasonable return on investment, but something to offset the antici- 
pated decrease in purchasing power of the capital over the term of the security. _ 

To date, accountants by and large have been abetting inflation, perhaps involun- 
tarily, by adhering to the fiction of the constancy of the currency as a unit of measure- 
'ment. In financial accounting, so far, no recognition has been given to the change 
' in purchasing power of the monetary unit. In a two-dimensional world of accounts 
_ from which the third dimension “time” has been excluded, the 1939 dollar, the 1949 
| dollar and the 1958 dollar are purported to be the same unit of measurement. 
| The industrial accountant has not yet won for himself the independence to break 
/ away from the well-established tenets of financial accounting. What we have done 
' so far has been done in the relative privacy of the individual enterprise, where the 
" management accountant is free to use available figures and records for the multitude 
of purposes encompassed in the direction of a modern industrial enterprise. 

This century will be called the “century of science.” One of the fields which science 
is presently developing is management, scientific management! No science is feasible 
without measurement. The measuring function in industry and commerce is the 
/accountant’s responsibility. Measuring can only be done with precise and generally 
acceptable measuring tools, standard yardsticks, clearly-defined units not subject to 
»change. The development of measuring tools into generally, and finally universally, 
,acceptable standards usually precedes or, at least, becomes part of the scientific ap- 
proach. The accountant who wishes to develop his art into a science should be pri- 
| marily concerned with developing and refining his measuring tools and methods. Ac- 
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countants must communicate and agree among themselves on what the majority is 
willing to accept and use as valid measuring tools. It would be a sign of progress if 
we industrial accountants were to acknowledge that so far we have made little pro- 
gress in this respect. In the field of industrial accountancy, we have not arrived at 
standards and measuring tools which are generally acceptabie. This recognition should 
help us make a determined effort to change what can be changed and improve our 
common understanding of standards of measurement. 

We have ventured into Direct Costing, we are exploring Return on Capital Em- 
ployed, we have started to examine Productivity, but with our thoughts shackled by 
the fast-obsolescing rules on which, to date, accountancy rests. We did not come out 
into the open with these relatively new methods of approach. We must develop the 
courage to show the changes in the value of the dollar period-by-period. We have to 
segregate real profits from the results of inflation in our accounts as is being done, 
for instance, in statistics reporting on the gross national product in “constant dol- 
lars.” Let’s make it clear that government collects taxes on fictitious “profits” which 
do not represent an increase in substance, instead of openly admitting that the tax 
rate required to cover expenditures would exceed 49%. The fact that our accounts 
are rendered annually and the inroads of inflation on this continent in any one year 
are relatively small, has made it possible to neglect them for such a long time. The 
cumulative and compound effect of creeping inflation, though, is very real and sub 
stantial. If we were to render accounts in five or ten-year periods instead of annually. 
this effect would become immediately visible. 

We should realize, therefore, that by our failure to segregate the results of inflation 
from the results of our business enterprises, we have been and are still helping the 
politician to keep the effects of inflation under cover and preventing their impad§ 
on the individual enterprise from becoming outwardly visible. 

Every strike has an inflationary effect since the lost production is never made up 
A strike thus prevents the creation of wealth. Regardless of who.“wins”, the national 
economy is the loser. Too seldom is an accounting made of the losses caused by : 
strike. Still less is an accounting made of losses sustained where strike was prevented 




























but only through enforced wage increases that far outstripped the increase in pro¢: | 
uctivity. All of us recently witnessed this development in the wage-freight increas | 
spiral demanded by the Union, approved by the Board of Transport Commissioneng  , 
and sanctioned by the Government, which has abandoned its “hold-the-line” policy — 
The industrial accountant should render an account for strikes in the same way hi ¢ 
reports on the results of production or trade. If we do not do so, we fail to properl 4] 
inform the public, shareholder-owners, managers and employers, all of whom we y 
serve, and again camouflage one of the sources of inflation. D) 
The majority of industrial accountants may side with the critics of inflation; thes gi 

have a moral obligation to show its effects clearly. But even those who accept inflatio 
as an unavoidable feature of our state-tempered system of free enterprise, should no ci 
hesitate to account for it, because it is the accountant’s sacred professional duty @ th 

report on the economic entity and its activities, clearly and without bias. Do we di 
charge this duty when we permit ourselves to obscure inflation in our accounts? Wa lik 
can forge the tools; we see the need. Let’s muster the courage to do our duty, lest othe lat 
Ne 






professions take over and relieve us of the task which should rightfully be ours! 
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The Economic scene... 
by W. Allan Becket 


THE CANADIAN ECONOMIC OUTLOOK FOR 1959 


GENERAL TRENDS 

The slope of general business activity in Canada will be gently upward through- 
out the year 1959. We are currently in an expansion phase of the cycle and have 
been for about eight months. The life expectancy. of such expansions has averaged 
about 30 months, and while there are some signs that this one may not endure to a 
ripe old age, even a premature demise would not occur during 1959: 

In over-all terms, the Gross National Product will rise steadily quarter by quarter 
and for the year as a whole will average 4-5% above the indicated rate for 1958; 
(4959—$34.1 billion as against $32.4 for 1958. The 1958 figure is usually revised 
about June and normally revisions are upward. Any such revisions should be added 
to both figures). 

Industrial production, which ended 1958 in the vicinity of 280 (1935-39=100) will 
turn in a slightly better performance. This index will rise through the year, push 
through the 300 level after mid-year and average about 295 for the year as a whole. 

These developments will be accompanied by improved employment levels. Un- 
employment will recede, but from historically high levels as of March, the winter 
seasonal peak. Prices, at all levels, will re-assert the advance that was but briefly in- 
terrupted by the 1957-1958 recession. Inflation and tight money will become familiar 
topics of debate again as the year progresses. 


DEMAND STRENGTHS 

Spending by consumers for goods and services will once again constitute a pow- 
eiful sustaining force. Their savings position improved through 1958 and with the 
prospects for further recovery in employment and renewed advances in earnings, 
income expectations are likely to lead to a step-up in spending of about 5% or better 
than $1 billion. Durable goods, automobiles, appliances, furniture and furnishings 


. are likely to register a good improvement. 


Government expenditure on goods and services will register a moderate rise. Al- 
though it is difficult at this time to assess budget developments, it seems likely, given 
the recovery pattern envisaged here, that the federal government will be looking to- 
ward a balanced budget for the fiscal year beginning April 1, or even a modest sur- 
plus. Further advances in government capital spending will occur, with much of the 
growth taking place at the provincial and municipal level. 

Advances in consumer spending for durable goods, arid in municipal and provin- 
cial spending on new services are a direct function of the substantial expansion in 
the housing stock that developed in 1958. 

Turning to investment, or business fixed capital formation, movements here are 
likely to be conflicting and offsetting. In the absence of any further artificial stimu- 
lation, residential construction will recede from the high levels attained in 1958. 
Non-residential construction may turn out to be unchanged from 1958, or slightly 
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lower, although the trend through the year may be mildly upward, recovering part 
of the 1958 losses as prosperity gathers momentum. Spending on machinery and 
equipment is not likely to revive much, at least until later in 1959, and should turn 
out at much the same level as 1958. The effects of any recovery here will spill abroad 
in any case and thus would serve to spark a revival in imports with lesser effects for 
domestic production. 

For capital spending in total then, the prospects are for little change to possibly a 
little lower with important offsetting movements among the components. If signs of 
strength do re-appear, these are not likely to take place until later in the year. 

Investment in inventories will constitute an important element of strength during 
1959, just as it had been responsible for much of the weakness in 1958. After a mod- 
est build-up in 1957, business liquidated stocks at the rate of about $250 million in 
1958. With final demand continuing to grow, even moderately, stock:sales ratios 
have returned to more desirable levels. As activity expands, business will attempt to 
rebuild inventories and a minimum target appears to be the recovery of ground lost 
in 1958, or a swing to an accumulation of about $250 million. Part of the demand 
for stocks will be felt by foreign, primarily U.S., suppliers and a modest revival in 
imports is thus implied. The pattern is unlikely to be even for all industries——the 
mining industries (including petroleum) are likely to continue to run down stocks. 
Building suppliers are likely to suffer an unplanned increase in the spring months and 
revert to liquidation later in the year. 

On the foreign side, export demand will depend on developments in the American 
economy. There, a moderate recovery is likely to persist throughout the year, and 
provide a reasonable element of underlying strength for Canadian exports. As a re- 
sult of a variety of special factors, our sales abroad did not suffer appreciably during 
the recent recession. Expansion in wheat, uranium, aircraft, cattle and special ship- 
ping sales virtually offset declines in traditional items such as newsprint and base 
metals. World supplies of many Canadian-produced materials are still in fairly 
abundant supply and thus any substantial improvements in exports cannot be ex- 
pected. 

Imports may recover only modestly as a result of a return to inventory building 
and a further rise in consumer spending. The import of capital goods will show little 
if any increase. The current account deficit is thus likely to show only a small change 
from 1958 with any tendency being toward expansion. 


PRODUCTION AND EMPLOYMENT TRENDS 

The changing demand patterns, described above can be translated into production 
and employment effects. Over-all production and employment will rise throughout 
the year, although the expansion will not be as marked as earlier post-war booms. 
Industries related to the consumer sector will experience the best increases: foods, 
clothing, automobiles, furniture and appliances. Supplier industries, steel, glass, rub- 
ber, textiles, electrical apparatus will grow in response to the derived demands of 
consumption and inventory building. Export industries will grow somewhat more 
slowly with a good possibility of acceleration later in the year: pulp and paper, news- 
print, smelting and refining, and mining. The building supply industries should ex- 
perience a reasonably good first half as the housing boom tops out but may experi- 
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ence difficulties later in the year unless a revival in the business capital spending 
occurs. 

Employment trends are likely to move more in line with the production increases, 
and the sharp increases in productivity experienced in’ 1958 will revert to more 
normal levels. Unemployment will pursue a downward course although it will start 
from a high level of one in ten seeking work at the winter peak. 


PRICES AND PROFITS 

With inventory demand being re-imposed on the normal growth of final consump- 
tion, price pressure will return to the business scene. In the light of the trends des- 
cribed above in exports and capital spending, the pressure of increased demand will 
be more apparent in intermediate and final goods, and rather less apparent in raw 
material prices. This implies some improvement in the profit margins of fabricators 
who have already felt the impact of productivity increases. Higher margins on im- 
proved volume will shape the recovery in total corporate profits which may recoup 
most of the 20% decline suffered in 1957-1958. 

Although the stock market fluctuates near historically high levels, improved news 
on the profit front is likely to spark further advances. At the same time interest rates 
continue to advance and render fixed income securities less attractive. While inven- 
tory rebuilding will press slightly on the money supply, a good deal of liquidity is 
present in the system. The general business advance is likely to re-inforce the fears 
of inflation and generate a new boom psychology. In short, the basic conditions for 
an old-fashioned speculative boom are present and any tendency in this direction 
should be regarded with concern at this stage. Traditionally, speculative booms have 
been short in duration and are followed by sharp reaction. 


SUMMARY , 

The course of business. activity in Canada will be upward throughout 1959. In the 
absence of any substantial increases in export demand and business capital spending, 
the extent of growth will be moderate in comparison to earlier prosperities. The 
fortunes of individual companies should improye both volume-wise and profit-wise, 
although some may not participate fully in the advance. The emergence of specula- 
tive excesses, and of possible government measures to combat them, cannot be com- 
pletely discounted at this stage and should these cumulate as the year progresses, the 
outlook for 1960 may not be as healthy as 1959 now appears. 





ANNUAL GIFT PRESENTED IN MEMORY OF P. H. KEAYS 


In memory of his friend, the late P. H. Keays, who lectured in Industrial Organi- 
zation and Management at McMaster University until his death last Spring, Mr. 
Donald White of Lewiston, New York, has presented the annual gift of a book on 
management development to the McMaster University Library. The gift commem- 
orates the keen interest Mr. Keays took in the subject of management development 
and the dedication with which he devoted himself to its advancement. 












CREEPING INFLATION? 


By Marcel Bélanger, 

Professor of Economics, Faculty of Commerce, 

Laval University, Quebec City. 

Latent inflation is becoming a way of life with us, striking at 
individual liberty and our system of free enterprise. If man- 
agement is to deal with rising costs and shrinking profits, it 
must have a thorough understanding of this prime menace to 
our economy, its causes, its effects, and the antidotes which 
may be employed against it. 


Sine the management of business is influenced by the general economic activity, 
I have been asked to point out the main problems which face our economy. 

The economic problems are numerous indeed: recession, commercial relations, 
high interest rate, budget deficit, etc. . . . Two federal elections have helped to make 
them known, though often in a biased way, and they have at least come in for dis- 
cussion. There is, however, one economic problem that surpasses in importance and 
in repercussions all the other problems combined; this is the problem of inflation. It 
has not caught the attention of the public because it often hides itself under the cloak 
of prosperity to accomplish its work of destruction. A traitor, sly and implacable, 
inflation attacks the entire population and particularly those least able to defend 



















themselves: the white-collars, the widows, the pensioners, etc. . . . To borrow an ex- 
pression from the great French fabulist, La Fontaine, uttered in reference to a 
pestilence: 






“Ils n’en mouraient pas tous, mais tous étaient frappés”. 
Which can be freely translated thus: 
“Not all died of it, but all were stricken”. 












INFLATION 
Inflation, which can be defined from its effects as a rise of prices or a loss of the 
purchasing power of money, is not a new phenomenon. It makes its appearance every 
time there is demanded of an economy more goods and services than it can physically 
produce. Wars, because of the economic effort exacted, always cause inflation both 
during the conflict and immediately after. The inflation in Germany after the first 
great war and that which ravaged countries such as Hungary, Greece, Turkey and 
China during the second great war are called virulent or galloping inflations. They 
completely destroy the economic structures of the countries involved and everything 
has to be built anew. For instance in 1946, in Hungary, it took eight octillion (8, fol- 
lowed by 24 zeros) pengos to provide the same purchasing power as a pre-war 
pengo. A widow who had inherited life insurance to the amount of a million pengos 
would not have had enough money to buy a bar of chocolate. 
Inflation may also occur in a form much less extreme, during either wars or political 






















Marcel Bélanger is a graduate of Harvard and Laval universities and is presently 
teaching economics and taxation at the Faculty of Commerce, Laval University. He 
is a member of the Institute of Chartered Accountants of Quebec and is economic 
consultant and partner of Bélanger, Dallaire, Gagnon & Cie, Chartered Accountants, 
Quebec City. 
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disturbances. Certain economists designate this kind as obsidional inflation. Econom- 
ies labouring under this scourge are not completely ravaged but are nevertheless 
severely shaken. This is the case of France, where today it takes 40 francs to purchase 
what one pre-war franc would buy. It is also the case of Italy and Finland. And 
lastly it is the case of certain Latin-American countries, such as Chile, Brazil, etc. 

Finally, there is what may be called moderate inflation. This is, for instance, what 
Canada and the United States experienced during and immediately after the last 
war. From 1938 to 1949, our dollar lost about 40% of its value. While not mini- 
mizing its importance, we yet seem to have accepted that impairment of our money 
with quite good grace as a war sacrifice which the citizen was called upon to make, 
along with those of taxes and blood. 


CREEPING INFLATION 

Following a war, prices usually slide down to a level equal to, or slightly higher 
than, where they were before the conflict. That is, for example, what happened in 
the United States after the revolution, after the war of 1812, after the civil war, and 
after the world war of 1914-18. It is also what happened with us in the early twenties. 

The second world war has now been over for almost 15 years and prices have not 
ceased to rise. Since 1949, they have risen by over 25%. The consumer price index 
appeared to tend towards stabilization from 1952 to the middle of 1955. This was 
but a mirage attributable to the sagging of food costs, which temporarily cancelled the 
rise in other components of the index. This drop in food costs seems, in turn, to have 
been the result of a temporary decrease in the prices of agricultural products as well 
as a rapid increase of new methods of distribution, such as “super-markets”. 

Since the middle of 1955, prices have increased by 9%. The boom of 1956-57 has 
been over for more than a year. We have even suffered the most serious recession 
since that of 1937 and yet prices are still mounting. From September 1957 to Septem- 
ber. 1958 prices increased by nearly 2%, when a decrease might normally have been 
expected. As the recession nears its end, we are hearing more and more of a new 
surge of inflationary fever. 

Economists are wondering whether or not we are being faced with a new kind of 
inflation that could be termed latent or creeping, a sort of steady peacetime inflation. 
It might be wondered whether, underlying cyclical fluctuations, there might not be a 
tide or other latent force making for a constant tendency on the part of prices to rise. 
Eventually, they might well slip off somewhat during a depression, but the drop 
would not be as pronounced as. the rise preceding it. 

Since 1949 our money has lost 20% of its value. If its depreciation were to con- 
tinue at the same rate, our money would have lost, by around 1975, 50% of its 1949 
value. At present our dollar is worth hardly 50% of what it was in 1939. As the first 
rays of the springtime sun melt the ice monuments of the Quebec winter carnival, so 
does creeping inflation melt away our bank accounts, life-insurance policies, and our 
other savings. It is a regressive tax which strikes all citizens, particularly the weaker 
ones. The levy is a hidden one, but it accomplishes its work inexorably. 

Creeping inflation cannot better be described than by the lines of the French poet, 
Sully Prudhomme. One day a servant accidentally bruised a valuable vase. There 
had been ne crash and no one had noticed the incident. 


“Mais la légére meurtrissure 
Mordant le cristal chaque jour, 
D’une marche invisible et sire 
En a fait lentement le tour.” 
which might be freely translated thus: 

“But the slight bruise 

Eating away at the crystal day after day 

With an advance invisible but sure 

Wound up by completely destroying it.” 

So it is with latent inflation. Slowly, but implacably, like cancer, it gets in its work. 

It puts in question our system of individual liberty and of private enterprise. Un- 
controlled, creeping inflation can easily, like cancer, become virulent and cause the 
ruin of our democratic system. Let us remember what Lenin said, that the surest 
means of ruining a country is to debauch its currency. 

















CAUSES 
This phenomenon, fraught with consequence, seems to be attributable to economic, 


social and political causes. It seems to be inherent in our system, as we conceive this 
and as it is functioning at the present time. In other words, our system is quite 
different from what it was 25 years ago. If, at that time, it created or permitted the 
worst depression in our history, it seems now to contain the germs of a contrary situ- 
ation. At that time, total demand was too low in relation to the productive capacity 
of the country. Today, we tend to demand more from our economy than we are dis- 
posed to supply. The causes of this change are numerous and I will content myself 
with setting forth those which seem to be the most important. 

In the first place, enterprises are bigger and the labour unions more powerful than 
they were. This is not said by way of laying blame upon anyone whatsoever, but is 
a simple acknowledgment of fact. Our labour unions are able to obtain for their 
members wage increases averaging from 5 to 6% a year, while productivity increases 
by only 2 to 3% per annum. Enterprises are able to accord these wage increases be- 
cause they are generally in a position to pass on to the consumer the difference 
between the wage increase and that of productivity. It often suffices that the big- 
gest enterprise take the first step, for the others to follow almost automatically. 

It might well happen that one of the reasons for a demand for a wage increase 
be a rise in prices. Employers and employees may discuss matters for days on end, 
throwing the ball back and forth between them, to find out whether it is wages that 
caused the rise in prices or prices that caused the demand for higher wages. As 
occurs with most economic phenomena, effects become in turn causes. We are faced 
with spirals. In fact, in the present economic context both the above causes are 
probably at work. 

Virulent inflation comes from excessive demand, caused by too much money in 
circulation. Creeping inflation can also, to a certain point, be caused by an excessive 
demand which makes for rising prices of products as well as of the factors of produc- 
tion, including of course labour. This is what happened immediately after the war 
and which is occurring in many sectors of the economy. It is what economists call 
“demand pull.” On the other hand, in other circumstances and in numerous sectors 
of the economy, it is the opposite that is happening. The rise in prices is-a result not 
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of excessive demand, but of a production cost which is swelling in consequence of 
continual increases in wages. The last twelve months are an example of the influence 
of cost-of-production upon the increase in prices. Sectors of the economy, such as 
transportation, steel and the automobile, furnish still another example of inflation 
brought about by production-cost and termed “cost push.” 


Why then do the labour unions demand wage increases that they know are higher 
than productivity? The reason is very simple: it is called the economic mirage, or the 
problem of the whole and the part. Adam Smith had thought that the desire of an 
individual (or group of individuals) to improve his lot would.bring, as if by magic, 
the improvement of the lot of the community. Unfortunately, experience has shown 
that it is not always thus. What is true for one is not necessarily true for all. The 
union leader who obtains 10% increase in wages for the members of his union has 
reason to take pride in his prowess. Who could call him a fool? The fact that other 
leaders are doing the same thing and that in fact a real increase in total wages can 
never exceed that of productivity can hardly cause him any anxiety as an individual, 
even though it ought to sound a warning to the labour movement. 

It is true that a rise in prices may cause heightened resistance on the part of the 
consumer and bring about a slowing-up of production which would have unemploy- 
ment as a consequence. This might of itself constitute a quite powerful brake upon 
excessive demands were it not for the fact that in 1945 our government committed 
itself to maintaining full employment. The United States and all the democratic 
countries have done the same thing. What matter dismissals or layoffs! It is easy, now, 
to lay one’s lot in the hands of the State. Probably as a consequence of hard times 
in the thirties, we seem to be stricken with the phobia of depression. At the slightest 
sign of a slowing-up, or even a simple correction of the economy, we call upon the 
State to intervene. Political discussions of recent years show to what degree this fear 
of a depression is anchored in us. We would have liked the boom to continue, even 
at the price of the inflation it engendered. We have been hearing much about un- 
employment, but very little about inflation. 

At a pinch, appropriate monetary and fiscal policies could, at least to a great ex- 
tent, prevent or check creeping inflation, but they cannot be applied with success be- 
cause the public is not disposed to swallow the medicine and the government has not 
the courage to pour it down the public’s throat. It is much easier to adopt monetary 
and fiscal policies designed to combat a recession than policies aiming at damming 
up a flow of inflation. Remember the vehement public protestations against the so- 
called “restrictive” policy of the Bank of Canada and the budget surpluses. This 
problem is by no means peculiar to Canada. During the entire inflationary period 
of the last 15 years, the government of the United States hardly ever succeeded in 
balancing its budget with a surplus. The deficits incurred only served to fan the fire. 
Here in Canada immediately after the war, our government relied mostly on fiscal 
policy. During this period, because it was desired to sustain the price of government 
bonds, the monetary policy was inflationary, thus annulling the effects of fiscal policy 
which was at that time restrictive. For some years past, reliance has been placed upon 
monetary policy, fiscal policy having become nearly neutral. At present, we are wit- 
nessing with some perplexity the spectacle of dangerously inflationary fiscal and 
monetary policies. In a word, we have the tools but are afraid to use them. 








Not only is it difficult, not to say well-nigh impossible, to adopt fiscal measures 
designed to combat inflation, but the public demands for governmental services grow 
without cease, thus fanning the covert fire of creeping inflation. Governmental ex- 
penditures on the three levels, federal, provincial and municipal, increased by 140% 
from 1949 to 1957. During this time the physical production of the country increased 
by only 44%. For the one year 1957, governmental expenditures increased by 12% 
over the year before, while the physical production showed practically no increase at 
all. The increase from 1957 to 1958 will be as great, if not greater. To accomplish 
this result, it was necessary to provide for a federal deficit on the order of a billion 
dollars. Well and good if the increase in expenditures were only temporary, but a 
great part of it will be perpetuated in the budget. We can readily foresee for a certain 
number of years to come that the federal budget, to say nothing of those of the 
provinces and municipalities, will be inevitably deficitary. This will contribute greatly 
towards feeding the fire of inflation. The only way in which the State can balance its 
budget is by either reducing its expenditures, increasing taxes or tolerating inflation 
so as to swell its revenues, the increase of real national production being insufficient 
to make up the difference. The unpopularity of the first two means might be an in- 
vitation to the toleration of the third. 

Even if a budget is balanced, it can be inflationary to the extent that taxes are 
wrenched from savings rather than drawn from consumption. Our constantly in- 
creasing budgets, even when they are balanced, are certainly one of the causes of the 
inflation that is devouring us slowly but not less surely. 

Finally, among the causes of latent inflation, let us consider the rigidity of certain 
prices, caused by business itself or by government action. We are all in favour of 
competition, but . . . if a competitor offers a commodity at a lower price he is ac- 
cused of disloyal competition. The farmer complains of the rigidity of the prices 
for industrial products, but he obtains legislation designed to prop up the prices of 
agricultural produce. In a word, by preventing competition from functioning, we 
maintain prices at higher levels than they would otherwise reach. 


WHAT TO DO? 
As a protection against creeping inflation, several means have been employed. An 


American review mentioned recently 25 ways of sheltering ourselves from the scourge’ 
but not one of these methods has for its purpose the attacking of the evil itself. 
As do certain medicines, the proposed remedies offer a passing relief to the afflicted 
patient without getting at the roots of the malady. Several of the remedies even ag- 
gravate the problem. Thus, the sliding wage scales, varying with the rise in the cost 
of living, may bring temporary relief to those benefiting from them, yet do nothing 
but accentuate, to the extent that they spread, the problem of inflation. So it is with 
variable annuities and sliding interest on bonds. These two latter measures are very 
popular in Europe where the problem of inflation is even graver than here. 

Others seek refuge in the acquisition of common stocks. The prices of these lat- 
ter run the risk, as at present, of becoming exaggerated in relation to their yield. This 
speculation tends to unbalance the securities market and may have very serious 
results. 


1 U.S. News and World Report, September 12, 1958. 
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Many people, instead of saving, are going into debt to obtain some immediate 
advantage while proposing to reimburse the debt with a dollar that is steadily losing 
in value. Nothing could be better calculated to engender inflation. 

Recently, President Eisenhower and Prime Minister Diefenbaker exhorted the 
people, particularly employers and workers, to exercise greater moderation. These 
efforts at moral suasion are very laudable, but their results appear doubtful because, 
in the opinion of many, governments do not seem to practise what they preach. 

Such exhortations have this of good, however, that they warn the public of the 
gravity of the problem and thus contribute towards dissipating part of the economic 
illusion that it is possible to draw out of the economy more than it can produce. An 
understanding of economic problems might introduce a greater moderation and bring 
governments to adopt the necessary measures and the public to accept them. 

The profound transformations undergone during the past twenty years or so in the 
distribution of national income, as a consequence of social security measures on the 
one hand and progressive taxation on the other, have had the effect of increasing 
the propensity to consume. We cannot at one and the same time increase consump- 
tion, investments and governmental expenditures more than productivity permits. As 
our country is a young one and requires large investments, it may be wondered 
whether the pendulum is not swinging too far on the side of consumption, to a point 
indeed where we are obliged to import about a billion dollars of capital annually. It 
would perhaps be opportune to give another thought to our fiscal regime with a view 
to affording more encouragement to saving. 

I hope this brief exposition will invite you to give thought to the problem of creep- 
ing inflation and prove the point of departure for fruitful research. As for myself, 
this problem has haunted me ever since one of my old professors, Joseph A. Schump- 
eter, one of the greatest economists of all time, predicted in December 1949, some 
days before his death, that creeping inflation was embedded in our economic institu- 
tions and that it constituted the gravest menace to our economic system. Since that 

time, many economists have pondered the problem and have arrived at the same 
diagnosis. Like myself, they hope that the future will not prove them right, either 
because they have simply been in error or because their warning will have turned out 
to be the proper antidote. 


For further reading 
INFLATION AS A WAY OF LIFE, By Roger M. Blough, Canadian Journal of Account- 
ancy, Sept. 1957. 


IS LONG TERM INFLATION INEVITABLE? Peter L. Bernstein, Harvard Business Review, 
July-Aug. 1957. 


INFLATION IN. PERSPECTIVE, By G. L. Back, Harvard Business Review, Jan.-Feb. 
1958. 
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comments by N. R. Barfoot 








LOOKING AHEAD 

Transatlantic jet travel will get into its stride this year with the long range Boeing 
707-320’s and D. C. 8’s in operation. 

Speeds are over 600 miles per hour, very little noise is noticed and the ride is glide- 
like. You can talk to people 3 or 4 seats away. 

Windows are tiny (for structural strength). The deluxe sections have luxurious chairs 
with plenty of room to get into the aisle. 

Passenger trips on the Great Lakes may become popular again. One steamship line 
is planning charter trips from Montreal to the head of the lakes. The Seaway makes 
this possible, of course. 

Time payment of dentist bills will be in effect across the country. The dentists are 
behind the plan. 

The ordinary everyday light bulb, unchanged since 1925, has been redesigned and 
will be available this year. It is cylindrically shaped and coated with silica particles 
to break up glare. 

Automatic machines for changing paper money will be available this year. 


ON THE PERSONAL SIDE 

© 4 Rolls-Royce car at $13,000.00 and up may be in your plans this year, so you 
should know something about them. 

© Up until 1939, no more than 1,200 per year were sold. Total production is now 
over 2,400, of which last year 600 went to the U.S. 

© Of 2,500 employees in the employ of the firm, 800 are engaged in inspection and 
test of materials, parts and assemblies. One reject of a part will condemn an entire 
batch. Every 20th car is run at top speed for 25 hours and then torn down. If failures 
occur, the previous 19 are also dismantled. 

® Each car goes through about 100 severe tests at a cost per car of about $700.00. 
© As a result, their cars are dependable to the nth degree, quiet, smooth in operation, 
excellent for roadability and practically never need servicing. It is also economical to 
operate and annual depreciation is remarkably low. 
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ON THE PERSONAL SIDE - Cont’d : 

e A three year guarantee is given, which covers labour costs as well as parts, and the 
company states modestly that anybody treating a Rolls-Royce decently, can expect 
150,000 miles or better without major repairs. 

The Greeting Card business is worth 55U millions to the retailers on this continent. 
About 5 billion cards are sold each year. 


e When to buy that new car? Early in January, say the experts. Sales are slow after 
Christmas and dealers are anxious to boost output in a normally slow month. As for 
waiting until the bugs are ironed out, say the engineers, if they are not out of the way 
in the first 60 days, they will be there for the duration of the model. 

e Heart attacks and strokes may be of less importance in the next few years. Extensive 
work has been and is being done on chemotherapy for blood clots. It is a distinct 
possibility that everyone over forty-five will take anti-clotting drugs as a precaution- 
ary routine. 


OF GENERAL INTEREST 

Water 

e Our demand for water mounts daily. More homes, more individual use and tremen- 
dous amounts used for cooling a processing by industry adds up at a fantastic rate. 

e About 90% of the inland surface. water around the Great Lakes region is polluted 
according to the experts. 

e The alternative seems to be vast expensive networks of water pipelines to the great 
bodies of fresh water or attempt-to avoid pollution and keep the water we have pure. 
e First of all, with a little thought on the part of industry, particularly, water require- 
ments can be cut down. Closed systems with water treatment obviously save water 
and prevent pollution. 

e Municipalities should make sure, before accepting new industries, that water saving 
and treatment programs are in effect by them. 


Aviation 

Did you know that Canada is the world’s No. 5 airplane builder? In 1957, we pro- 
duced 425 millions worth. 

During World War II, we had the world’s. biggest flying school for Allied airmen. 
Domestic passengers carried last year were over 3 million, compared to 1.02 million 
in 1957. e 


More stub lines for short hauls are appearing all the time. 


Our airport system is now in a big extension and rebuilding program. At least 50 
million will be spent this year. Nine new airports are planned and eight new air 
terminals at existing airports. The Malton (Toronto) and Dorval (Montreal) ter- 
minals will cost 20 and 16.5 million respectively. Dozens of runway extensions 
are planned to handle the new jet and big turbo-prop planes to come. 


CONTROLLING PRODUCTION COSTS 


By E. Michaud, 

President, Faber Shoes Ltd., 

Quebec City, Quebec 

In the production sector, the two main ways of meeting the 
profit crisis are to increase output and reduce waste, whether 
of time, material or money. This paper outlines how effective 
use of equipment, streamlining of work methods, standardiza- 
tion of product and careful production control all contribute to 
profit improvement. 





—— of production costs, is a vast subject and cannot be covered in one short 
paper. Therefore, I will not try to outline accounting procedures or systems 
related to cost control, but rather the means or practical methods of obtaining a 
better product at the lowest possible cost, and the principles involved. 

We all admit that, to survive in a competitive market, a business enterprise must 
realize a profit on the sale of its products or services, and to enjoy profitable business, 
a manufacturing firm must satisfy its customers on five counts: customers must be 
satisfied with the quality, quantity, price, time of delivery and service. Each of these 
points must always be borne in mind when trying to control or reduce costs. For it 
is of no use to reduce your selling price if your service is found poor, or if the 
quality of your product is not up to par. It won’t help you either to look for low 
manufacturing costs at the expense of late deliveries. Sooner or later, you are bound 
to have trouble and lose your outlets, even if your prices are the lowest; and we all 
know what it means to any business to lose its customers. 

Keeping these principles in mind, let me say that there are two main ways to con- 
trol or reduce costs in the plant. First, by increasing output with the equipment and 
labour force available, and second, by reducing costs or waste; whether it be waste of 
time, of material, or of money. 

There are many requirements a manufacturing firm must meet to obtain maximum 
output from existing equipment and the working force it employs. 


GETTING THE MOST FROM EQUIPMENT 

First, a good lay-out of equipment is necessary if the various operations of a manu- 
facturing process are to follow one another in a logical and continuous manner. Thus, 
bottlenecks and unnecessary handling—always costly items—are avoided. 

Adequate equipment is required to obtain maximum productivity and a product 
of good quality. But beware of expenditures for additional equipment or improve- 
ments to existing equipment that do not pay for themselves, through the savings they 
effect. Otherwise these purchases or improvements are merely additional expense 
and, therefore, an increased cost. When considering the purchase of new equipment, 





President and sole owner of Faber Shoes, Inc. since 1950, Mr. Michaud is also Vice- 
President of Edgar Cléemt Ltée. Born in Levis and educated at Levis College and 
Quebec Seminary, he is-a graduate in arts and in commercial sciences, as well as a 
Certified General Accountant. He joined Faber & Fils Enr. in 1935 as accountant and 
later purchased this firm, changing its name to the present one. Mr. Michaud is 
president of the Shoe Manufacturers Association of Quebec and an officer of the 
Canadian Association of-Shoe Manufacturers. He is also a member and officer of the 
Chamber of Commerce and the Better Business Bureau of Quebec. 
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you should not stop at making sure you can afford the capital outlay, but you should 
analyze the charges for depreciation, interest on money to be spent, installation and 
any other expenses involved, to see if the anticipated savings will take care of these 
extra expenses and still leave an appreciable benefit. 

We have adopted the rule in our plant that expenditures for new equipment must 
be paid for within five years through savings resulting from their use. Of course, we 
are not concerned here with the replacement of obsolete or worn-out machines, but 
with the expenditure made to improve or modernize existing equipment. 

Another point that one should not lose sight of, is the capacity of the equipment 
that you are buying. This capacity should be in line with your needs. For instance, 
it is an unnecessary expense to buy a machine which can produce 10,000 units daily 
when your plant capacity requires only 2,000 units, if less expensive equipment may 
be procured. 


WORK SIMPLIFICATION AND PRODUCT STANDARDIZATION 


Streamlining of methods and standardization of product wherever possible are 
also very useful ways to increase productivity and thus reduce costs. 

Simplifying work methods requires careful study of each operation in order to 
find shorter or more advantageous ways to reach the same goal. To achieve this end, 
one has to be patient, willing to work unrelentingly, and be well acquainted with 
modern methods and techniques. A progressive manufacturing enterprise must 
devote particular and sustained care to finding ways and means to improve its prod- 
uct and its manufacturing methods, if it wishes to meet and get ahead of competition. 
It is advisable to entrust this work to a competent person, and in larger plants, this 
person should often be assisted by a complete staff. 

The task of simplifying work methods does not end with just putting them into 
practice; there must be a follow-up. Establishing new methods and putting them into 
practice often requires more than one person and of necessity the cooperation of 
the foreman and workers concerned. This is not always an easy task, as you will 
have to change old habits and modify deeply-rooted routines. Tact and patience are 
required to change the manner of working of an employee who has been doing the 
same operation for years and more so if the employee is competent. 

I mentioned previously that standardizing a product would assist in reducing 
costs. It is obvious that if some machines have to be adjusted several times a day, 
considerable time is lost. Moreover, an operator who has to change work many 
times a day will not be in a position to produce what may be expected of him, and 
will not be able to acquire the ability and rapidity of another who does the same 
operation all day long. May I underline that this standardization must be sought 
with the cooperation of the sales department and should not be to the detriment of 
that department. While you may make many products, it-is often possible and most 
advantageous from a cost viewpoint to determine the basic operations applying to 
each of these products. This will help balance your production lines with a view 
to obtaining maximum output. 


CONTROLLING PRODUCTION 
In our case, production control or planning has been most useful in balancing 
production and thus increasing our yield. May I enlarge upon this point which, in 
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my opinion, is most important. The old saying “The proof of the pudding is in the 
eating” is quite true. 

The principle guiding production control may be explained as follows: A factory 
with its equipment and workers is capable of producing a maximum quantity of 
products in a given period, provided the required materials are available at the 
proper time and place to manufacture without stops or delays. Moreover, this maxi- 
mum quantity of products that we want to make cannot exceed the maximum Ca- 
pacity of machines and workers in each of the operations where the products must 
undergo a transformation. In other words, the maximum capacity of a factory is 
equal to the maximum capacity of the weakest spot in the plant. Admittedly, this 
is a rather vague definition, but let us use an example to illustrate it. 

Let us suppose that a pastry plant normally bakes 3,000 cakes daily. It is close 
to the Christmas season and the same plant has to make fruit cakes which require 
longer baking than ordinary pastries. It seems evident that, if the ovens cannot bake 
more than 3,000 pieces of ordinary pastry daily, it would not be advisable to prepare 
3,000 fruit cakes in a day. There will be a bottleneck at the ovens, a loss of time 
and probably a loss of materials. The production controller must take into account 
the capacity of the ovens and not put into production more cakes than the ovens 
can bake. But, to obtain a maximum yield, he nevertheless must balance the orders 
he is putting into process in such a way as to allow each department or operation 
to produce a quantity of products as close as possible to the maximum capacity of 
the plant. 


PRODUCTION CONTROL IN ACTION 

Here is how this system operates in our plant: we prepare each day a list or 
schedule of orders which we intend to put into process. However, the person re- 
sponsible for the operation of the system—the production controller, as we call him 
—must make sure that we have on hand all the required raw materials and machines, 
so that the orders are not stopped enroute because a piece of material is missing. 
He must also make sure that all the orders do not call for the same patterns, because 
all leather cutters cannot work on one or two sets of patterns at the same time. The 
production controller must also check therequired lasts and sizes to make sure that 
enough lasts are available in the desired sizes to make lasting possible at the deter- 
mined time. Also, he must be sure that the shoes which he is putting into process 
will not cause any bottleneck at certain operations or machines because these styles 
may take more time to make, or require special work where the plant capacity has a 
limited number of machinery or workers. This applies particularly to the stitching 
department where operations are often irregular and more liable to create frequent 
bottlenecks if no trouble is taken to study and balance the daily schedule according 
to the capacity of machines or operations. This equilibrium or balance is reached in 
the following manner. 

On the cost sheet which is prepared for each model we make, we prepare an esti- 
mate of the cost of each operation in dollars and cents. This dollar-and-cent cost 
serves aS a basis or measure to determine the production capacity of each of the 
machines and operations in the stitching room. For example, we know that a sewing 
machine operator can earn $9.00 per day and consequently the capacity of each 
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sewing machine in that department is $9.00 worth of work rather than X pairs. The 
capacity in pairs is easily obtained by dividing $9.00 by the estimated cost of the 
work per pair according to the model. 

Thus, if we have two machines of a given type and the operation on each pair of 
shoes on these machines cost five cents, the production controller knows that he can- 
not put into process on any given day more than 360 pairs of that model. He must 
find other orders for shoes which do not have to go through these two machines to 
complete the maximum quantity required to fill in the daily production schedule. 

This work necessitates a good knowledge of the working conditions of a plant as 
well as a vast technical knowledge of the product. It may appear complicated but, as 
far as we are concerned, we have obtained results way beyond our hopes. This 
scheduling or planning of operations has enabled us to balance our production and 
to increase our yield by about 20% without an appreciable increase in personnel or 
equipment. 

To sum up, the scheduling or planning of operations has allowed us to make full 
use of our manpower and equipment. 

Let us talk now about reduction of costs or waste. 


CONTROLLING WASTE 
Materials are often the largest single item in the cost of a product. They account 
for as much as 90% of the manufacturing cost in some businesses and are equal to 
overhead and labour costs in others. No plant can turn out its products without the 
right materials at the right place at the right time, as we have seen previously. In any 
manufacturing concern, two items consistently appear at the top of the list of com- 
petitive advantages or disadvantages: they are direct labour and materials. Materials 
are often easier to lose control of or neglect than people, and lack of control of raw 
materials can quickly lead to critical working capital problems, particularly in smaller 
concerns. Though there is seldom a “materials control department” in a small com- 
pany, the function of materials control should be carried on, to some extent at least, 
by someone in authority. 
To prevent ruinous overstocking of items or equally ruinous serious shortages, 
it should be the responsibility of someone to make sales analyses or forecasts as a 
basis for the purchase of materials. From this, you can see that a material control 
program affects many departments and requires integrated planning and organiza- 
tion, which are the first phases in any program. Other phases are the establishment 
of procedures and records to control proper use of material and prevent waste. 
Interest in the subject of waste control appears to fluctuate with the state of a 
company’s prosperity. When business is good and profits are realized, the attitude 
toward waste control may be indifferent, but when business is dull, management 
begins to tighten control on all forms of waste. However, the transition from waste- 
fulness to thriftiness is not always easy to accomplish. Once an attitude of laxity is 
allowed to prevail, it is difficult to re-establish control of wasteful practices. Never- 
theless, as realization of a profit is dependent upon the effective use of the five “M’s” 
—men, machines, money, materials and methods,—waste must be reduced to a prac- 
tical minimum in any efficient factory. The term “practical minimum” is used in- 
tentionally, as it would not be evidence of good management to attempt to control 
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waste 100%. The imposition of too many rules and regulations, too much red tape, 
too many procedures and restrictions, all of which may cost more to operate and 
enforce than the savings they are intended to effect, would not be wise, efficient or 
prudent. Both extremes must be avoided. But remember, “Pennies saved are pennies 
earned.” 

Moreover, every member of a business organization, from the president to the 
janitor has a responsibility for waste control which, generally speaking, is in ratio 
to the importance of the position he holds. 

The first step in waste control in any industry is to find out what the situation is. 
A complete survey will tell you the extent of wasteful practices down the line. Having 
ascertained the weak spots and determined the causes, the next step is to review the 
systems, procedures and methods with a view to plugging the leaks and tightening 
the controls. 

No matter how well-devised a plan of waste control might be, its effectiveness 
will depend upon selling it to those charged with specific responsibilities, and per- 
sistent and consistent follow-through. Their interest and cooperation must be enlisted, 
and this is a challenge to the leadership ability of any controller. Bear in mind though 
ihat effective control of waste might well spell the difference between profit and loss. 























CONCLUSION 

I have tried to outline the most important items in the control of production 
costs as I see them. There are many others, and each one reinforces the others. They 
take into account that eliminating losses and waste is just as important as increasing 
output. A happy medium must be established if the customer is to receive a good 
product at a good price, the employees are to be paid fair wages and the share- 
holders are to draw fair dividends. This is a high goal to attain, but should be the 
objective of any business enterprise. 

The years of easy profits are gone and, most probably, for a long while. Com- 
petition is keener than ever before: wages and manufacturing costs have increased 
many-fold since the end of the last world war, and are still on the way up: manu- 
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factured goods from foreign countries are entering our markets in larger quantities ; 
from year to year. This all adds up to the point that if tight control of production : 
costs was important to the success of a manufacturing firm in the past, today it has ' 
become a necessity, now that we have to compete for the markets with products . 
made in countries where wages are poor and living standards low. ~ 
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CONTROLLING MARKETING COSTS 


By Ernest Maheux, 
Treasurer-Controller, 
J. B. Laliberté Ltée., 
Quebec City, Que. 


Considering that half of the consumer’s dollar goes towards 
marketing costs, far too little attention is paid to marketing 
research and cost control, the author believes. If improved 
profits are to be obtained, better accounting methods will have 
to be developed to analyze marketing costs and control them to 
a greater degree. 


- planning for better profits, far too often the marketing segments are ignored or 
neglected. In most enterprises, the production problems are of first importance 
and receive nearly all attention and concern. Fabulous sums of money are spent 
to improve production methods. Through product research, by means of time and 
motion studies, the efficiency of production, in most fields, is nearing perfection. 
When it comes to marketing, we find that very little is done. No money, at least not 
enough, is budgeted for marketing research. The problem of reducing marketing 
costs is not receiving enough attention from business executives who, by tempera- 
ment, are more inclined towards improvement in their production methods. They 
are on the alert for the latest equipment, the best material; they study their labour’s 
productivity and set ways to increase efficiency. These three factors: machines, ma- 
terial and men, are much easier analyzed, because with them management is dealing 
with facts and figures. When it comes to marketing, the elements are of an intan- 
gible nature. If there are facts and figures, they are not as numerous. You have to 
work on attitudes of customers, attitudes that are most uncertain and customers who 
are at a distance from the production line. This could be one reason why so little time, 
effort and money are given to marketing problems. 

It seems to be a common attitude in business. Statistics show that, in the United 
States, product research is costing business enterprises and government agencies over 
$2 billion. According to estimates, only 2% to 5% of this amount is spent on ways 
to market goods at less cost. Why such a disparity between production research and * 
marketing research? For a given merchandise, marketing costs are at least equal to 
production costs; their share of the consumer’s dollar is about the same. At least 
half of each dollar paid for consumer goods, goes towards marketing. How can we 
expect to make marketing as efficient as production, how can the cost of putting 
goods into the hands of consumers be reduced, if we spend so little time and money 
for marketing research. Certainly a 20 to 1 relation in research expenditures is out 
of proportion to the 50-50 even split of the consumer’s,dollar between production 
and marketing. 





Mr. Maheux joined J. B. Laliberté Ltée. in 1944 as Accountant and is now Comptroller 
and Treasurer of the firm. Previously he was employed with Morton Engineering Co. 
Ltd. as Cost Director and, later, Chief Accountant. A graduate in arts of Laval 
University, he is Licensed in Commercial Science and a Certified General Accountant. 
He is a past president of the Retail Merchants Association of Quebec. 
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The overall function of moving merchandise, that is marketing, is normally the 
task of a team composed of sales manager, advertising manager, promotion manager 
and research manager. How much does it cost to run that team? That is the first 
problem. Does the enterprise know the cost of its marketing? Furthermore, does it 
know the elements of that cost? How much does a particular item cost for order- 
handling, packing, shipping, warehousing, advertising, promotion, selling? Once we 
know what the various costs are, what effort and how much money do we spend to 
find ways of reducing them, ways of increasing our marketing efficiency? That is 
another problem. To aim at better profits, these two objectives must be attained: cost 
reduction and increased efficiency. 
COST ANALYSIS ESSENTIAL 

In marketing as in production, the first step towards attaining these objectives is 
to analyze our cost. In production, time and motion studies are an effective tool for 
analysis; there should be a similar tool in marketing. This tool should aim at show- 
ing where the profits come from. We want to know what products, what territories, 
what customers are profitable. It is essential to know how much each product contri- 
butes to sales volume, how much each one costs to market, and how much profit each 
one leaves. It could be that a small proportion of the company’s products bring a 
large share of the volume. In our field of retailing, it is a known and accepted fact 
that 25% of our stock bring 75% of our volume. The wise retailer is the one who 
can determine which items make up this 25% and then concentrates his stock invest- 
ment, his promotional and selling effort on these items. It is logical to believe that 
the same situation applies to the producer and it becomes his challenge to find where 
his sales volume and his profits come from, in terms of products, customers or ter- 
ritories. He can then direct his marketing effort more efficiently and treat each factor 
according to its potential in both volume or profit. Sales that are unprofitable or not 
too profitable should be found out so as to concentrate marketing effort and expense 
on the profitable ones. A manufacturer might find that too much publicity is devoted 
to the promotion of a low-profit item. His selling force might be spending too much 
time in a poor territory. Warehouse space might be taken by slow-moving merchan- 
dise or low-mark-up items. In other words, his marketing might be diverted from 
the profitable items which can really and substantially increase his total profits. 

Only a serious cost analysis will help in allocating properly the marketing dollar 
and effort, in order to bring maximum results. The first point of investigation should 
be a revision of accounting techniques. More details might be needed and a more 
appropriate allocation of expenditures might give a truer picture. The cost informa- 
tion should be broken down by product line, by sizes or styles, by territory and by 
customer. Specific segments of the business should be set up to permit the allocation 
of cost to the segment for which it is incurred. Our accounting should reveal what 
each product, as a whole, or in sizes or styles, requires in terms of selling expenses, 
transportation, warehousing and advertising in a specific territory where specific 
groups of customers are located. All factors affecting profits can then be compared. 
Broken down along the same lines as production cost, the distribution cost will allow 
the establishment of net profit or losses for each separate division or section of 


















































operation. 
Retailers have already done some research in this field of expense accounting and 







20 








productivity. The Controller’s Congress of the National Retail Merchants Associa- 
tion published in 1954 a manual titled Expense Centre Accounting, the result of six 
years of research by a specially appointed committee. Retailers now have an expense 
accounting system specifically tailored to their needs. They can find in it a valuable 
tool to control expenses and increase efficiency and productivity. Through a better 
classification of accounts, the cost of doing each job of work can readily be found. 
The manual also provides a system of measuring the productivity of each expense 
centre. Just as, in production, “output per man-hour” serves to control cost and 
efficiency, units of measure should, in retailing and marketing, help to evaluate 
effectiveness and control expenses. 

Since retailing is a subjunction of marketing, the principles advocated in this manual 
and the methods suggested should apply to all marketing costs. The expenses incurred 
by the retailer to move merchandise are part of the marketing cost and by nature re- 
semble the expenses incurred by the producer for marketing. Some comments on the 
two systems, expense centre accounting and production unit accounting, contained 
in this manual might be of value here. 


EXPENSE CENTRE ACCOUNTING 
First, the expense centre accounting is different in its basis of classification of ac- 


counts. Formerly, expenses were classified on a natural-expense basis, e.g. payroll, 
rentals, advertising, taxes, interest, supplies, services, insurance, communication, de- 
preciation, etc. These natural-expense accounts were grouped under Administrative, 
Occupancy, Advertising, Selling and Buying. Under the new system, the natural 
divisions remain, but they are grouped under expense centres or functions, each cen- 
tre representing a principal job of work, clearly identifiable by its work operations. 
Depending on the size of the store, there can be from 14 to 71 centres, since accord- 
ing to research, there are about 70 identifiable jobs of work performed in a store. In 
an elementary set-up, there would be the following 14 centres: *110, General 
Management, *120, Real Estate Costs, *130, Furniture, Fixture and Equipment 
Costs, *140, Other Fixed and Policy Expenses, *200, Control and Accounting, *300 
Accounts Receivable and Credit, *400, Sales Promotion, *500, Superintendency and 
Building Operations, *610, Personnel, *620, Employee Welfare, *630, Supplementary 
Benefits, *700, Material Handling, *800, Direct and General Selling, *900, Mer- 
chandising. Each major centre can be further broken down into subdivisions, if 
warranted by the policies, procedures or methods of a store. The expense centres of- 
fer a more realistic arrangement of accounts, give a better understanding of the cost 
of each function and permit better control of expenses. All expenses are to be charged 
to centres on a controllable-cost basis rather than on an all-inclusive cost basis. By 
this, we mean that rentals, repairs, payroll interest, etc., are charged to the centre 
for which they are incurred. 

The expense centre principle of accounting can be'used without production unit 
accounting and it must first be adopted if we want to make use of the production 
unit accounting concept. By the use of units of measure, expenses are more effec- 
tively controlled in all expense centres which can be subjected to measurement. Ex- 
pense centres are the fundamental base of productivity measurement. Some repre- 
sent areas of expense only, such as Supplementary Benefits to which, incidentally, is 
charged non-productive payroll. By excluding non-productive payroll from centres 
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subject to measurement, the output per man-hour can be computed more realistically. 
Most centres, though, represent work functions or departments. In the first group, 
we find centres which contain expenses over which management has little influence, 
like Real Estate Costs for example: they can be controlled but to a lesser degree. In 


the second group are centres subject to management influence and also to consider-’ 


able control. 

For expense classification, only dollars of expense need to be compiled by expense 
centres and natural divisions. Expenses can be expressed in the traditional percent to 
sales. In productivity measurement, payroll in each expense centre will be broken 
down into three elements: 

1) Work Load—amount of work handled. 
2) Productivity—trate at which work is processed. 
3) Pay rate—the effective average pay rate of the expense centre. 

In this way, we have an actual operating statement of payroll accounts. Productivity 
-data do not replace dollars and percent to sales, but supplement them. The manual 
recommends a measuring unit for each expense centre. In selecting the recommended 
unit, a common denominator, simple and easy to understand, was sought; it should 
also reflect best the essential job of work performed by the expense centre. This unit 
will serve the management for comparison purposes and to measure the performance 
and effectiveness of each work area. 


PRODUCTION UNIT ACCOUNTING 

Production unit accounting deals with output per man-hour and pay rate and in- 
troduces the concept of relative work load in terms of $100 of sales. With such a 
presentation, payroll expenses are explained in terms of the factors that produced 
them. Productivity, which is measured by output per man-hour, serves as a clue to 
point up the expense areas that seem out of line and deserve investigation. Low prod- 
uctivity could be a consequence of management policy. Therefore all facts should 
be obtained and carefully weighed before rendering judgment. We should remember 
that productivity measurement is a diagnostic approach to expense reduction, not an 
expense cure. 

Production unit accounting brings to the whole organization a consciousness to- 
wards expense, as it places the responsibility for expense control and reduction upon 
the supervisor of an expense centre. By keeping a steady pressure on expenses, it 
produces a succession of small improvements, not only by periodic expense reduc- 
tion campaigns but as a day-to-day expense consciousness. In budgeting, it will aid 
in setting basis of expected work load and will help in eliminating idle time by trying 
to set up standards of performance goals. 

The formula used for measuring the factors which cause expenses to rise or fall is 
the following: Work Load——Productivity: Hours Used X Pay Rate: Payroll Expense. 
By this formula, each one of the three variables «is clearly shown and its effect can 
be seen without being distorted by or without distorting the others. As an effect of each 
factor being shown separately, comparisons can be made between stores of different 
size, or between different periods, or between actual and budgeted expenses. Further- 
more by using the relative work load, which is the work load in $100 units of sales, 
comparisons can be made, internally or externally, without being affected by the sales 
volume which furthermore does not have to be disclosed. Relative work load too is 
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most useful in budgeting the expected work load and expense. That is the key char- 
acteristic of production unit accounting. 

In studying and evaluating the expense trends, the analysis is not as effective if 
dollars and expenditures are used as criteria, because of the constant changes in the 
dollar value and in the conditions affecting volume, pay rate, etc. The techniques of 
production unit accounting isolate the variables in such a way that their effect can 
be observed individually. The factors: relative work load, work load, productivity, 
pay rate, payroll expense and percentage to sales, collaterally help to appraise the 
problems and to give clues to these problems. In this way, management can go quick- 
ly to the cause of the expense and take necessary action. 


CONCLUSION 
Expense centre accounting and production unit accounting are new concepts. They 

must be tried out by many before maximum benefits can be obtained. They are no 
miracle drugs and expense reductions will not come automatically. Increased prod- 
uctivity will come through serious concentration and hard work. There are many 
areas where marketing cost can be reduced. I would like to mention a few: 

1) Selling effectiveness 

By devising better training of sales personnel in sales presentation, account 

selection. 

2) Concentrate on more profitable accounts and items. 

3) Reduce over-complex product lines. 

4) Eliminate unprofitable orders. 

5) Streamline order-handling. 

6) Improve advertising and sales promotion effectiveness. 

Selection of media, effective copy. 


It is up to management to take the trouble of digging out the information needed 
for each problem and to work on the facts brought to light. I hope my remarks have 
helped somewhat in your search for information and that they may be of some value 
to you in solving your marketing problems. 


For further reading 


CONTROL OF MARKETING Costs, By Arthur P. Felton, Cost and Management, Novem- 
ber, 1955. 

COST CONTROL FOR MARKETING OPERATIONS. General Considerations. N.A.C.A. 
Bulletin, April 1954, Sect. 3. 


MARKETING COST CONTROL, By Paul Jeffrey, Cost and Management, Sept. 1955. 


COST CONTROL FOR MARKETING OPERATIONS. Special Research Series No. 27, 
N.A.C.A. Bulletin, Aug. 1954. 
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CONTROLLING ADMINISTRATIVE COSTS 


By L. G. Wyllie, 

Vice President and Comptroller, 

Canada Steamship Lines, 

Montreal, Quebec. 

According to Parkinson’s Law, officials tend to increase their 
status by multiplying subordinates and to make more work for 
each other. In any attempt to improve profits through tighter 
administrative control, this human element must be taken 
into consideration. Many so-called necessary expenses can be 
eliminated by taking a good, honest look at them with un- 
biased eyes and a fresh outlook. 












“pean of administrative costs has received more and more attention in the United 
States and Canada in the past few years as a result of the declining volume of 
business, continually rising costs of materials and labour and the inevitable profit 






































squeeze. 
Perhaps no area of cost has been so neglected in recent years, as business gen- | 
erally has grown and prospered since the end of World War II. Yet in many indus- 
tries, the savings which could be achieved by an intelligent approach to the problem’ : 
of administrative costs would be very significant in the company’s overall profit * 
position. i 
Before proceeding further, some reference should be made to the nature of ad- , 
ministrative costs. In different types of businesses, thinking may differ as to which ; 
departments of the organization are properly classed as administrative. Whatever the | 
field, however, the distinction between productive and unproductive iabour applies. : 
All unproductive labour, whether in factory or office, is part of a company’s over- 7 
head. Not all overhead costs are administrative costs, but the latter frequently com- | 
prise a large part of total overhead. Generally speaking, however, I propose to talk th 
about office and clerical costs. be 
In my company, we include as part of the administrative costs, all the expenses of | 
the accounting, purchasing, secretarial, insurance, personnel and publicity de- te 
partments, as well as the cost of top management and its related staff. It makes very ee 
little difference how you classify the expenses of the various “unproductive” depart- ab 
ments, whether they be considered part of administrative costs or factory overhead, 
whether involved in marketing and distribution of your product or connected with © 
some other phase of operations. The control of these expenses, however classified, tiv 
is susceptible to the same general approach. How can we achieve savings? How do ae 
we go about reducing our overhead? How do we control administrative costs? us 
This is a management rather than an accounting problem. It is also, essentially, ae 
a problem in human relations. But the well-informed accountant is in as good a pi 
position as anyone, either to do something about this problem himself or to bring ies 
con 
Mr. Wyllie has been Comptroller of Canada Steamship Lines since 1953 and Vice- effe 
President and Comptroller since 1955. He joined P. S. Ross & Sons, Chartered Ac- 
countants, after coming to Canada from Glasgow, Scotland, and received his C.A. in § ( 
1934. That year he became Internal Auditor with Howard Smith Paper Mills and ap 
later was employed with Canadian Industries Limited as acting Assistant to the Vice- 
President and with Bowaters Newfoundland Pulp and Paper Mills as Assistant Whi 
can 







General Manager and Director, subsequent to joining Canada Steamship Lines. 
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it into focus and to the attention of top management. Administrative costs show up 
in the company’s accounts. The accountant knows what these costs are and for what 
functions or activities they are incurred, and the more he knows about them the more 
he is in a position to control them, given the support of top management. This is most 
important. A program for control of administrative costs must have the active sup- 
port of top management if it is to operate effectively. Department heads throughout 
an organization must be convinced that top management want administrative costs 
to be controlled. Without this support and backing, your efforts are doomed to 
achieve very little success. 


THE HUMAN ELEMENT 

Well, you may say, all managements surely want lower costs. In theory no doubt 
this is perfectly true, but in practice the facts are that it frequently does not work 
out that way. You may have heard recently about Parkinson’s Law, which was ini- 
tially given some publicity in an article in The Economist. Parkinson’s Law is based 
on a recognition of the tendency of work to expand to fill the time available for its 
completion. 

We have all seen references in “The Press” from time to time, to the ever-increas- 
ing army of people employed in government offices, not only in Canada but in the 
United States and Great Britain. Parkinson observes that the multiplication of offi- 
cials has not left some of them with time to spare or enabled all of them to work 
shorter hours. His claim is, that the growth of bureaucracy is not related at all to the 
amount of work to be done. His theory in its barest essentials is, 

1) That officials like to increase their own status by multiplying subordinates, and 
2) Officials tend to make work for each other. 

In fact, Parkinson suggests that officials within any organization spend much of 
their time, and the time of their staff, writing memoranda and letters to each other 
and in answering them. 

These theories are, no doubt, propounded only half seriously, but anyone who 
has worked in an office in a large organization must admit that there is more than 
an element of truth in them. I do not think we in industry should be complacent 
about it. I am sure that the theories apply equally as well in many companies as in 
government offices. 

This brings me back to one of my earlier remarks, that the control of administra- 
tive costs is really a problem in human relations. People tend to resist change; they 
also tend, not unnaturally, to promote their own interests. The department head 
running a staff of 20 people is considered a more important fellow than the depart- 
ment head with only five people working for him. He probably commands a higher 
salary. These can be serious matters affecting the standing of people in an organization 
in the eyes of their fellow workers and in the community generally. In any fair-sized 
company, these factors can appreciably affect administrative costs if they are not 

effectively controlled. 

Unfortunately, in administrative departments the managers do not have to show 
a profit on their operations. Their functions entail an expense to the company for 
which there are no ready-made standards by which efficiency or lack of efficiency 
can be measured. 





Well, you may say, what about budgetry control? Budgets, undoubtedly, fill an 
important place in the efficient management of any business, but you cannot effec- 
tively control administrative costs with budget procedures. Expense budgets are nor- 
mally based on past experience, are generally produced and defended by the very 
people who are trying to justify the expenses of their own departments. 

Each department head will readily agree that Bill and Joe, managing other depart- 
ments, may have a certain amount of excess fat in their budget estimates, but not 
him. No sir! His budget requirements have been trimmed to an absolute rock-bottom 
minimum. The department simply could not function without the staff it has and no 
unnecessary expense is included in his estimates. So much for budgetry control. It 
has a definite place in an efficient organization, but it will not alone succeed in con- 
trolling administrative or other overhead costs. 


A SIMPLE ADMINISTRATIVE COST CONTROL PROGRAM 

What must be done then to control administrative costs? Without further debate 
I would like to suggest the following steps: 

1) Analyze your administrative costs as they appear in your accounting records to 
determine where and by whom they are incurred. 

2) Investigate the work being done in all administrative departments to eliminate 
duplication of effort in different departments, to eliminate all unnecessary work 
and to eliminate all work of doubtful value. 

3) Re-evaluate the work which is being done and which is believed to be essential to 
the company’s operations, to determine whether it can be done more simply or 
more readily in some other way. 

4) Determine the number of staff which should be required to perform the essential 
work in the simplest and cheapest way. 

5) Examine all departmental expenses other than staff salaries, to determine which 
can be eliminated completely without loss of efficiency or, which are excessive 
and can be curtailed. 

The foregoing program may seem deceptively simple, but make no mistake, it 
is the carrying out of the program which is difficult, requires the exercise of experi- 
enced judgment and involves a lot of hard work. The co-operation and clear think- 
ing of department heads, supervisory management and the entire staff is necessary to 
achieve the best results. 

I have already emphasized that the support of top management is essential to 
success. Equally important is the co-operation of all those directly concerned in in- 
curring administrative costs. These people must be persuaded that management is 
sincere in its desire to reduce costs and seriously expects results. They must also be 
persuaded that it is in the interest of all employees who look to the company to con- 
tinue to provide their livelihood, to employ no more administrative staff than is ab- 
solutely necessary for the continued well being and progress of the company. 

However, if this program is carried out effectively and if there is to be a worth- 
while reduction in your administrative costs, it is inevitable that your total working 
force in office and clerical positions must be reduced. 

The very human reaction one is apt to get from department heads and super- 
visors is concern over the staff who will be displaced by a reduction in the working 
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force. This concern can probably be alleviated by discussing the staff situation 
frankly. In the first place, there is the normal turnover in staff to be considered. If 
you adopt a policy of not replacing staff who leave your employ for a variety of rea- 
sons, you may well be surprised by the reduction in total staff which can be achieved 
over a relatively short period. 

Apart from normal turnover of staff, you can point out to your department heads 
and supervisors that they have a responsibility to the company and to the other 
members of their staff, not to continue indefinitely to employ the inefficient, the mis- 
placed, or those who are not prepared to pull their weight. Any such employees in an 
organization only increase the burden on the good workers and no company can 
afford in the long run to employ unsatisfactory workers indefinitely. The employee 
who gets by on a bare minimum of work and effort is a serious menace to the effi- 
ciency of your office and to the welfare of those who work with him. The general 
level of efficiency tends to deteriorate if your staff finds that the company tolerates 
slackness and inefficiency. The sooner you take action, the less trouble you will have. 

There is no doubt that people are sometimes employed in work for which they are 
not suited. If this fact can be established during the first few months of employment 
or even in the first year or two, the company and the employee can part without 
serious problems arising. After several years of employment, however, with long 
service, pension rights and increasing age, the problem can become much more 
difficult. 


OTHER FACTORS IN CONTROLLING COSTS 

In connection with the investigation of work being done, I would like to make 
a few remarks. Offices prepare statements of all kinds, shapes and sizes for manage- 
ment, operating department heads and others. In my business experience there is 
always someone who thinks up some new statement, some other information which 
is believed to be necessary for the better conduct of the business. This may well be so 
in many cases. And yet seldom, if ever, do you hear of anyone voluntarily eliminat- 
ing statements. 

The presumption appears to be, that if a statement has been prepared for many 
years past someone in the organization must use it and need it. Unfortunately copies 
of statements are normally sent to many people. None of them may really want it, 
but each assumes that some other recipient must find it useful, so no one stops its prep- 
aration. I used to work with a canny treasurer of a company who had a cure for 
this sort of waste effort. Every now and then he would omit to issue one of the state- 
ments normally issued by his department, although he had it prepared. If he heard 
from no one after a month or two, he would discontinue the preparation of the state- 
ment. It will interest you to know that this is exactly what happened quite frequently. 

I am not suggesting that this is the best way to reduct the volume of office work. 
It helps, but it does not provide a complete solution. All work being done must be 
reviewed and considered periodically with a view to curtailing it. If this is not done, 
your volume of office work will inevitably increase and your staff and administrative 
costs will inevitably rise. The unfortunate fact is that in a prosperous, growing busi- 
ness there may be a tendency to assume that increasing administrative costs are justi- 
fied by the expansion in the business, so that no one takes the time to make a 
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thorough review of the work being done. With growth and expansion, duplication of 
work and multiplication of forms and statements is more apt to go unnoticed. 

At this point perhaps I should make some reference to office machines, electronic 
computers and various forms of automation which have been receiving a lot of 


publicity in recent years. 

I do not believe the mechanization of office procedures and routines will neces- 
sarily reduce administrative costs. 

I believe that some companies which have undertaken electronic computer in- 
stallations in the last year or two are now finding difficulty in realizing any appreci- 
able savings in clerical costs as a direct result of the changeover. 

Such changes, however, involve a thorough review of the work being done and 
frequently systems and procedures must be simplified before they can be mechan- 
ized. The simplification of the work itself may be more responsible for any cost savings 
achieved. And it may well be that if a thorough review of your systems and procedures 
is made, substantial savings in clerical costs can be achieved without resort to the pur- 
chase of expensive office machines. 

There is no doubt, however, that where a large volume of repetitive essential work 
is being processed manually by clerical workers, office machines can achieve worth- 
while savings in your costs. The point is that you must first simplify and reduce to a 
minimum the work being done and then only mechanize those operations which can 
show further savings, in order to achieve the lowest possible cost. 

I would like to refer briefly to the question of office records and files. Unless you 
do something about the retention or destruction. of records, you will inevitably build 
up year after year masses of records, statements, correspondence files and various 
documents to which no one ever refers. All these papers must be housed and some- 
times I get the impression that many office workers feel it is easier to buy more filing 
cabinets every year, than it is to destroy useless records. When you consider that 
large numbers of copies of statements and documents are sent to several people in 
one organization, you will agree there is plenty of opportunity for needless duplica- 
tion of records and files. Files cost money and take up valuable space. A proper re- 
view of all departmental files, to ensure destruction of unnecessary records can be 
well worthwhile in the effort to control administrative costs. 


GAINING EMPLOYEE CO-OPERATION 

There is one final point which I would like to make and I feel very strongly that it 
is most pertinent to the subject of controlling administrative costs. To get the best out 
of each and every member of your office staff you must arouse their personal interest 
in doing the work, in the simplest and most efficient manner. You are dealing with 
human beings who will react favourably, only if the conditions under which they 
work are such that each individual is made to feel that he is a useful member of the 
team. You have all probably known offices where the younger, more junior members 
of the staff (and even some with long service doing routine work) are only supposed 
to do exactly what they are told. They are not supposed to think. If they ask ques- 
tions about their work or make suggestions, they are apt to be snubbed. If they do 
get an answer at all to questions about why certain work is done a certain way, it is 
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frequently to be told that some higher authority in the organization has laid down 
the system and they must accept the decisions of the higher authority. 

This is no way to foster an interest in the work being done. And it will quickly 
cause employees to stop asking questions and to do their work mechanically without 
understanding. It may, of course, be the easy way out particularly if the supervisor 
himself is not too well informed as to why certain work is done in a certain way. You 
may also save a little time by avoiding explanations. But in the long run you will 
lose many golden opportunities to develop a real interest by employees in their work 
and you will lose whatever worthwhile ideas and suggestions such an interest could 
develop. Having regard to the tremendous scope of work being done in business 
offices, I believe it is a great fallacy to think that a few senior people know all the 
answers. It may well be that the employee himself, once he knows his work and un- 
derstands its purpose in the overall scheme of things, is in a better position than any- 
one else, to devise ways and means of achieving the same objective, in a simpler, 
more efficient way. If you can develop a climate in your offices where the members 
of your staff occasionally ask themselves why certain work is done, what is its pur- 
pose, and might there not be a better way to do it, then you will have come a long 
way to controlling the administrative costs of your business. 


For further reading 
ORGANIZATION AS A FACTOR IN COST REDUCTION AND CONTROL, By Gerald G. Fisch, 
Cost and Management, July-August 1955. 
HOW TO ORGANIZE THE OFFICE COST REDUCTION PROGRAM, By H. M. Kaiser, A.M.A. 
Office Management Series No. 138. 


CONTROLLING AND REDUCING ADMINISTRATIVE AND STAFF SERVICE COSTS, By K. Y. 
Sidall, N.A.C.A. Bulletin, July 1954, Sect. 3. 
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TRANSLATING THE BUSINESS 
FORECAST INTO A COMPANY 
PROGRAM — A Case History 


By D. R. Gilmaster, 

Controller, Johnson & Johnson Limited 

Montreal, Quebec. 

The adverse effects of current economic conditions are being 
felt in all business concerns. To meet this profit squeeze, ac- 
countants must help management hold the line on diminishing 
profit margins. Outlined in this case study, is one company’s 
answer to recession, a complete and far-reaching program of 
profit improvement through cost .reduction. 


papa the most difficult part of attempting to meet a profit squeeze is to detect 
its presence early enough to take remedial action. There are masses of ma- 
terial available for reading and study—all of it very interesting and informative—in 
newspapers, periodicals and statistical reports. This information, of necessity, is 
usually rather general and, unless you are fortunate enough to be in one of the 
selected industries and can pick out information of obvious value in interpreting 
trends, it is seldom of much practical use in analyzing current conditions. To amplify 
this point further, statistics are issued covering the type of outlet rather than the 
type of merchandise, which, by itself, can cloud many important trends of certain 
products. Together with this is the problem of timeliness of information. Dominion 
Bureau of Statistics have taken great strides in making information available faster 
but there is a point beyond which they will never be able to go, because of the amount 
of data that must be processed. 

It would seem, then, that other steps must be taken by those industries not cov- 
ered specifically in such reports. Some larger companies have a staff of economists 
whose main job is to detect changes in trends by developing indices of value to their 
specific industry. Use can also be made of consultants to conduct studies in the field, 
such as reporting retail inventories of the products in which you are interested. If 
you are fortunate enough to be able to detect trends in unit sales, you can at least 
compare this- year’s unit sales with last year’s and the current forecast, adjusting for 
any changes in package content. If your units and products are so varied as to make 
this approach impractical, you may find the use of “constant dollars” of some value. 
This means, simply, that the selling prices in the periods under review are adjusted 
to a common base, thus eliminating the effect of price changes and changes in con- 
tent. 

Many such techniques have been developed and they are all perfectly usable 
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and has served on the Educational Committee and the Examination Board. He is 
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when properly applied—but there is no general rule of thumb that may be applied 
to all industries. 

In our case, we did have some warning of the insidious approach of this recession, 
but not as complete or as early as we would have liked. I use the term “insidious” de- 
liberately, as I believe that this characteristic of the current recession made it more 
difficult to cope with in many respects than if there had been a sudden, sharp fall- 
off in sales volume. Since then, we have taken steps to improve the sensitivity of our 
signals to any future changes. 

Before outlining the program we have followed for the past year, I would like to 
give a brief description of the company, its organization, and general approach to 
budgetary control. In this case history, no attempt has been made to distinguish 
between the terms “forecast” and “budget”. Unfortunately, this is one of those areas 
in accounting terminology where there is no standardization. 


ORGANIZATION AND RESPONSIBILITY FOR FORECASTS 

Our company is a wholly-owned subsidiary of an American parent company and 
the owner itself of two subsidiaries. The company is managed by a Canadian presi- 
dent and board of directors, all resident in Montreal. These companies manufacture 
and distribute several hundred different products and packagings of hospital and 
surgical dressings, adhesive bandages, sutures, baby products, filter products, sanitary 
napkins, diapers, diaper liners, sheeting, etc. There are two plants in Montreal plus 
a completely self-contained research centre, one of the most advanced of its kind in 
Canada. 

The main divisions within the company are manufacturing, sales, research and fi- 
nance, each division being represented by one or more members on the board of 
directors. The organizational structure follows the general plan used by most com- 
panies. 

To outline the approach to sales forecasting, I should first give some indication 
of the organization of the sales department. The vice-president of sales has complete 
responsibility for the sales department, including responsibility for establishing sales 
and expense forecasts. Reporting to him is the director of merchandising, who is 
responsible for establishing and maintaining the sales promotion budget; the sales 
manager who is responsible for the management of the entire sales force and the 
heads of the hospital division and general line divisions who, in turn, have product 
directors reporting to them. These product directors are each responsible for cer- 
tain products, including the merchandising, promoting and forecasting. Each prod- 
uct director must make up a detailed sales forecast for each of the packings of each 
of his commodities. They are assisted by the sales analysis section and outside market 
research analysts. This forecast is broken down by months showing units, average 
selling price and standard cost. c 

The actual extensions and summarizing of sales forecasts are done by the finance 
division. At this stage, the vice-president of sales reviews each product director’s 
forecast with him with a final review being made of the total sales figure. Once ap- 
proved by him, copies of this detailed forecast are forwarded to manufacturing to 
assess Capacity requirements and to plan their production schedules ahead of time. 

Of course, as with all companies, we find the sales department is inclined to be 
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overly-optimistic in its forecast while the manufacturing division takes the opposite 
stand and refuses to believe some of the forecasts that are submitted. However, this 
is a healthy situation and eventually agreement is reached. If the production plan 
indicates the possibility of idle plant, plans are made to secure sufficient bid business 
to take up the slack. 

The next step is to apply and extend standard costs, which is done by the finance 
division. The preparation of these standard costs is too lengthy to discuss here. Per- 
haps it will suffice to say that the same general approach is used as in the setting of 
nonmanufacturing expense. 


Following this is the preparation of nonmanufacturing expense budgets. 

Each department head is responsible for establishing and maintaining his own ex- 
pense budgets with the assistance of the finance division which co-ordinates the many 
steps involved in the preparation of the budget and provides council and advice such 
as analyses of accounts, trends and any other statistical data or information that may 
be of assistance in the actual preparation of the budget. 

Each department head is expected to obtain detailed budgets of controllable ex- 
penses—and I wish to emphasize “controllable’—from each of the sections within 
his department. In order to control expenditures successfully, the responsibility must 
rest with the person actually involved in spending the money, at whatever level he may 
be. As each budget is completed, it is reviewed and approved and finally consolidated 
by the department head and submitted to the finance division. To the total of the 
controllable expense budgets are added the noncontrollable items, which are calculated 
by the finance division. 

Once all of the expense budgets have been received, the finance division goes 
through the mechanics of completing the financial forecast for review by manage- 
ment. During this review, the financial officer is required to submit his criticisms and 
comments on the budgets and sales forecast, but it is the responsibility of the 
board of directors to make the final decision on the acceptance of the budget. 

The income forecast is accompanied by a cash forecast and forecasts of additions 
to fixed assets. The cash forecast is an extremely vital part of the overall forecast for 
herein lies the key to the formulation of plans for the coming year. It is not possible 
to make intelligent decisions without this tool—preferably accompanied by a long- 
range forecast covering a period of at least five years. The use to which the cash fore- 
cast is put also points up the need for controls—not only in expense and manufactur- 
ing budgets, but in such items as inventories, fixed assets, accounts receivable, etc. 
It also emphasizes the need for intelligent and accurate sales forecasting. 

Once the budget is approved, each department head has the required authority 
to put his plans into action in the coming year. 


SETTING THE GOAL 

Shortly after our forecast for 1958 was issued, we began to reassess the 
figures in line with business trends that had developed since the budget was com- 
pleted. We took a much harder look at our sales. It is difficult to establish any sort 
of an overall trend in sales considering the number of products and packings that we 
have, particularly when it is taken into account that certain changes have taken 
place in selling prices and the content of the various packagings, together with the 
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introduction of new products. A very fast appraisal can be made of sales progress 
compared to last year if you eliminate these three items—price changes, change in 
package content and new products. 

We did just this and then went on to narrow our analysis down to about 45 product 
groups. While the overall comparison still looked favourable, we felt less optimistic 
than we had before these eliminations had been made. At that point, in spite of the 
fact that a formal submission had already been made, we made up a new internal 
forecast which was for management purposes only. While our regular schedule called 
for a revision every quarter, we made up these internal forecasts, in total only, each 
month and began making certain arbitrary reductions in some of the budgets. 

A short time later, we changed our approach and instead of using sales as our 
primary objective and accepting the net profit percentage resulting from these fore- 
cast sales, we set a profit objective of a certain percent, then calculated what would 
have to be realized either in increased gross profit or reduced expenses to enable us 
to bridge the gap from the forecast profit to the profit objective. 

The attainment of a profit objective simply means that two main courses are avail- 
able (assuming that the sales forecast is realistic and attainable)—and these are to 
increase selling prices or decrease costs. To accomplish this, the budget becomes the 
hunting license for better profits. Used intelligently it can pay great dividends. Used 
improperly, it can be as devastating as a price war. 

Many companies give a certain amount of lip-service to reducing costs, improving 
profits, increasing produciivity and many other such expressions, to the point where 
in time, it simply becomes conversation. If we are able to use such terms and philos- 
ophies that have the effect of completely confusing and bewildering our co-workers, 
we may in time be looked upon as experts and be highly respected for the knowledge 
we have gained through careful reading. The unfortunate thing is that while the 
theories may be excellent, no tangible results will be realized until some concrete ac- 
tion is taken—and by action I don’t mean that any mysterious formula must be used 
for achieving results. The most effective approach must also be the simplest. In other 
words, it must be an approach that is understood by everyone who must use it in 
order to achieve the desired results. If we used the approach of an Einstein, obvious- 
ly the only person who could ever make it work would be an Einstein. Unfortunately, 
there are not too many of these around. 

However, the simplest system in the world will never work unless there is a sound 
Organizational structure which clearly outlines authority and responsibility through- 
out the organization. This is one of the most important phases in establishing and 
maintaining any system of budgetary control. 


SELECTING AREAS FOR COST REDUCTION 

Faced with a program of profit improvement, management will normally concen- 
trate on those areas where costs can be reduced with the least amount of discomfort 
—at least in the initial stages. There is the danger of attacking the sales promotion 
budget. This, of course, is one of the most contentious items of cost in’any budget. - 
Who is to say whether the sales promotion budget is too high or too low? However, 
the natural tendency is to start chopping this budget because the only persons really 
hurt by cuts here are the agency and the various suppliers. Some company toes will be 
Stepped on in that the sales department will have their efforts curtailed to some ex- 
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tent, but at least no one has suffered any great inconvenience. I feel that, in a time 
of recession, the sales promotion budget should not be touched unless it is known to be 
too high. If anything, perhaps a little more money should be spent in a calculated 
gamble for increased sales. 

Selling prices may be raised and the increase is immediately passed on to the con- 
sumer. Many companies did adopt this as their first approach to improving or even 
maintaining profit. There was a general increase of more than two points in the Cost 
of Living Index from August 1957 (which is my guess as to when the effects of the 
current recession were first felt) to date. This seems to be representative behaviour 
in any recession and would seem to reflect the concept that selling prices are increas- 
ed as soon as profits begin to sag. Of course, there is a limit as to how far a company 
can go in this direction before sales begin to fall off. ; 

The next items that might be looked into are the reduction of certain budgets 
that are nice to have but aren’t really too essential, such as entertaining, travel, 
library, etc. Many companies have eliminated fringe or marginal functions entirely. 
It seems to take some time before the second stage of this process is reached whereby 
it is necessary to cut a little deeper to the point where some discomfort is felt. 

The last thing a company would wish to do is to cut salaries. In fact, I feel this 
should be done as a desperation measure only. A company might have a bonus 
scheme which could be cut without quite as disastrous effects as a salary cut, but 
even the bonus—particularly if it has become a way of life with the company—should 
not be touched except as a last resort. 

Between the two extremes of concentrating on the easiest things first and the 
hardest things last lies a tremendous field for profit improvement. The problem then 
becomes one of “How will it be’done? Who will do it? And how will he be given 
sufficient authority to ensure that a program of cost reduction is followed through 
by all departments and not just one? How long should the program take?” 

But probably most important of all, a realistic approach must be taken towards 
entering into such a program of cost reduction. If it is to be handled as a matter of 
crash action, you can be almost certain of failure. 

The program we adopted really breaks down into two stages. I will confine my 
comments here to the area of administration costs since much the same approach 
was used in other departments. 

The first step was taken last March when it was arranged that I be freed tempor- 
arily from all regular functions of controller to make a complete review of finance and 
administration costs in 30 working days, with the initial emphasis being placed upon 
staff and systems. This approach was adopted primarily to accelerate programs al- 
ready in progress. : 

There are times when group is preferable to individual action, but if action is 
required within a reasonable time, I feel the individual action is preferable. How- 
ever, to complete the preliminary review in the 30 working days that were assigned, 
I needed some assistance. I chose the systems and procedures analyst and the opera- 
tions analyst. 

The first step was to establish the approximate length of time that would be spent 
in each department and to distribute this agenda to all department managers. The next 
step was to have each employee fill out a task data sheet, giving a brief outline of each 
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of the jobs he performed, the frequency and the estimated average time. Each man- 
ager was requested to fill out a personnel assessment form on each employee and to 
update his organization chart. As a further step in updating the organization charts, 
I asked the managers to use a colour code to outline the squares for each position, 
showing such things as rating (excellent, good or poor), new employees, employees 
in need of training, employees wishing to transfer, married women, etc. and to in- 
clude salaries of each person. I have found this technique to be extremely useful 
in pointing up areas where problems may arise or to help explain why a problem does 
exist. 

I then started my fast appraisal of each department, the general idea being to de- 
tect the obvious areas where improvement could be effected, lay out an overall plan 
and establish a schedule for its completion. It was in this follow-up and completion 
of plans that my two assistants played their biggest role. This program was designed 
not only to reduce costs but to improve quality and efficiency. In other words, the 
review of the department might indicate that staff should actually be increased. It 
might be of interest to give a brief commentary on what was actually done in each 
department. 

The administration division is broken down into general accounting, cost account- 
ing, tabulating, systems and procedures, credit and collections, traffic, sales analysis, 
order services and office services. 

The two men on my staff were the first to undergo a staff reduction by losing their 
private secretaries. Much of their work, together with that of the manager of sales 
analysis, was done by my secretary for a few months. This was possible as they 
had less than the normal volume of work at this time and by the nature of their 
duties, these three managers only had need of a full-time secretary or typist at spas- 
modic intervals. Later we decided to hire one clerk-typist to attend to the needs of 
these three managers, as a nucleus for a future typing pool. 


I. CREDIT & COLLECTIONS 

In credit and collections, the organization chart was changed drastically as a result 
of the realignment of duties of all personnel. The method of filing ledger cards was 
completely changed. The number of drafts was substantially reduced both in fre- 
quency and in the number of accounts subject to draft. One of the machines, 
occupied part time in posting the cost ledger, was transferred to the general 
ledger section and combined with their regular work. Performance standards were 
established for the operators, against which they were assessed. The flow of in- 
voices from tabulating was improved. The physical layout of the department was 
changed to improve the flow of work. Filing of one copy of the invoice set was com- 
pletely eliminated with use being made of the copy retained in order services. The 
retention of records was reviewed and improved, permitting information to be made 
available faster. Sorting racks were installed for faster sorting before posting. The 
number of controls in the ledger was reduced to one control for each machine, thus 
eliminating many short runs and extra sorting of invoices. 

The overall effect of all this was that the number of machines required was re- 
duced from four to three, staff was reduced by more than 25%, and two of the three 
machine operators were replaced with more efficient operators. The number of post- 
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ings per day for each operator more than doubled and the work is kept up to date 
with very little overtime ever being put in. 

On the other hand, we decided to spend more money on credit reporting agencies 
which, together with faster follow-up on accounts resulting from the changes men- 
tioned, resulted in a substantial reduction in the number of days outstanding, which 
of course improved our cash position. To help accomplish this, the credit manager 
was given an objective for the days outstanding each month and from this he could 
calculate approximately what his collections would have to be. A rough rule of thumb 
to follow is that the number of days outstanding should be about one and a half times | 
the discount period. 


II. ORDER SERVICES 

The order services department is broken down into order desks, order editing, 
card pulling, checking and releasing. All billing is done on tabulating equipment. In 
order editing, a block chart was maintained to control all orders received either from 
our representatives or direct from the customer. This served two purposes—to provide 
statistics on the ratio of direct orders to representatives’ orders and to ensure that 
all orders had been received from our representatives. By making a slight change in 
coding on the punched cards, we were able to completely eliminate this block chart 
and still maintain the statistics previously mentioned. This made one job surplus. 

The processing of export documents was transferred to the traffic department. This 
freed a good part of one clerk’s time. Statistics were obtained on the number of or- 
ders handled per order desk clerk and it was possible to effect a saving here as well. 
The card pulling section had card pullers for commodity cards and others for cus- 
tomer cards, with the result that the commodity card pullers were frequently over- 
worked while the customer card pullers didn’t have enough to do. We eliminated this 
specialization and made all card pullers responsible for both customer and commod- 
ity cards, with a subsequent reduction in staff. Through making a change in one § 
stage of invoice checking, whereby the cards are checked against the order before 
actual billing takes place, we were able to save a considerable amount of time and 
expense through reducing rebillings caused by errors. 

The physical layout of the department was changed to improve the flow of work; 
special sorting racks were built for sorting and handling orders and the layout of the 
card bins was completely changed to improve overall efficiency. The net result was } 
a reduction of four persons. 


Ill. TABULATING 
As far as tabulating was concerned, the time was not right for conducting a simi- 
lar survey as several plans were in progress, including a feasibility study of an elec- 
tronic computer. We anticipate quite substantial savings in this area once these long- 7 
range plans are completed. : 


IV. COST DEPARTMENT 

Similarly, the cost department was bypassed as they were still in the midst of in- 
stalling a new cost system. However, of their own-accord they managed to reduce 
staff by one through making a change in system. 
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V. GENERAL ACCOUNTING 

In general accounting, some changes were made in the general organization and 
duties and responsibilities of personnel. The bookkeeping machine was changed to 
include a typing attachment which. in itself, did several things. First of all, it enabled 
us to get our analyses of accouris completed in less time; it was possible to run the 
cheque register and write the cheque in one operation and we were able to build in 
additional safety factors to reduce the possibility of errors. 

Before this change was made, the distribution of cash receipts and expenditures 
was maintained manually by the cashier. This manual record was eliminated and this 
move, together with other minor changes, resulted in most of his duties being elimin- 
ated and we were able to reassign him to other duties of greater importance. 

The cost ledger was previously maintained as a subsidiary ledger. This was done 
as a part time operation in accounts receivable, as mentioned previously. Through the 
change in machine set-up and elimination of control accounts, it was possible to in- 
clude the cost ledger with the general ledger and perform in one posting what was 
previously done in two. In addition, it eliminated the necessity of reconciling the sub- 
sidiary ledger with the general ledger control, but still preserved the necessary detail. 

The new machine has also been set up so that we can take off a machine trial 
balance, showing the detail accounts within a group with the sub-total for the group 
appearing in an adjoining column. This will enable us to take off total statements 
very quickly and follow up with details where required. We also made a complete 
change in our voucher system, including the form of the cheque and voucher. The 
use of sub-controls within the general ledger was eliminated with the result that longer 
posting runs could be made. Quick cheques were cut to an absolute minimum and 
pay dates were designated for payment of all invoices coming due within that period. 
The matching function was transferred to purchasing where the job was done faster 
and more efficiently, as they have all of the information available to check out any 
discrepancies that may arise. 

In ordering our new forms and setting up the bars for the new machine, we pro- 
vided for the installation of a system of automatic cents elimination which will go 
into effect shortly. This, in itself, will show a substantial saving in time and expense 
next year. 

We purchased a combination protectograph and cheque-signing machine to reduce 
the amount of checking time involved. 

The retention of records was improved so that we were able to dispose of many 
bulky files and locate documents much faster. 

The net result of these changes was improved efficiency and faster eunuch of 
financial statements, combined with a reduction in staff. 


VI. TRAFFIC = 


As mentioned previously, the preparation of documents relating to export ship- 
ments was transferred from order services to traffic. While it was not possible to re- 
duce staff in the traffic department, they were able to take on this added work through 
eliminating other work. For example, the department had been maintaining an analy- 
sis of freight costs by province which someone had thought would be a good idea 
sometime in the past. As far as could be ascertained, this analysis served no useful 
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purpose and by dropping it alone, the additional work on export shipments could be 
handled with time to spare. 


VIL. STATIONERY 

We had two problems in connection with stationery. One was the fact that station- 
ery was stored on four different floors wherever space could be found and, secondly, 
our stationery costs were soaring. We were able to secure sufficient space on one 
floor for centralized storage of stationery, which immediately provided a much- 
improved control over inventory and issues. A secondary advantage was that storage 
space was freed in the other areas for other purposes. 

To illustrate, employees’ sales had long been a problem. It was necessary for an 
employee to place an order with the order services department and have the order 
filled as if he were an outside customer. 

This was partly due to the fact that the two plants are a considerable distance apart. 
Through freeing one of the stationery storage areas, we were able to set up a stock 
of merchandise, and this store is kept open for one hour each day. An employee need 
only go to the store, pay for his purchase and receive immediate delivery. This, in 
itself, relieves quite a load on order services to say nothing of the cost of stationery 
and handling. The store is operated by the ex-cashier as one of his new functions. 


VUI. SALES ANALYSIS 


Through reviewing the reports prepared in the sales analysis section, the manager 
was able to eliminate or simplify many of the reports with a subsequent reduction in 
staff. He was also able to effect savings in stationery costs. For example, by redesign- 
ing one form and shopping around for the best price, he was able to cut the cost by 


75%. 


GENERAL 

Throughout this whole program, we were constantly on the lookout for quality. 
If a competent person’s job had become surplus, this person was retained until 
another opening could be found, usually by releasing an inefficient person. We used 
three criteria to assist in decisions as to whether a person should be retained. These 
were, in order of importance, job performance, seniority and marital status of female 
employees. 

As far as seniority is concerned, there is a point of no return. Once an employee 
has weathered a certain number of years, it becomes practically impossible to release 
him unless he has been caught with his hand in the cash box. This is a problem you 
simply have to live with, but I should emphasize that this then becomes a corporate 
responsibility and no longer a departmental responsibility. Jobs must be found for 
these people somewhere in the corporation where they can put in a good day’s work F 
yet not hinder the operation of a department. 

During this short program, approximately 30 people were released, of which 14 | 
were replaced with more efficient personnel for a net reduction of 16 people. 

Morale did suffer for a short time but it is interesting to note that morale actually 
improved in those areas where the inefficient workers were replaced. The conscient- 
ious people who remained felt better as they were then all pulling an equal weight. 

Due to our growth in the past few years, office space had become more and more 
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of a problem. One of the side effects of this program was to solve much of this space 
problem. 

Our approach may appear to be rather cold-blooded, but I can assure you this was 
not the case. We were looking for quality but, at the same time, did everything we 
possibly could to be fair to all employees and to provide them with sufficient time to 
relocate. 

At one time with another company I was exposed to a directly opposite approach, 
whereby the number of people on the indirect labour staff was determined by using 
a ratio to direct labour which someone at sometime had felt was realistic. Absolutely 
no heed was paid to the genuine needs of each department. Periodically, an ultimatum 
would be issued to reduce staff by a certain number of people to maintain this ratio. 
The result was absolute chaos. 

In your overall review, maintain a constant follow-up on reports. If this is not 
done, they will multiply and spread at an astounding rate. One of the best ways of 
determining how valuable a report is to the recipient is to see how dog-eared his copy 
is after he has had a reasonable opportunity to study it. 

Another useful approach is to make up a seniority list of personnel by depart- 
ments. Many of your problems may be attributable to a high percentage of new per- 
sonnel, which immediately leads to increased costs. 

Not all of the above changes were made in a period of 30 working days. The initial 
plan was laid during that time but some of the programs were not completed until 
recently—that is about five or six months later. 

Once this program was completed, it was expanded to cover the entire company. 

Previously, I mentioned the problem of how to get the job done on a company- 
wide basis, who would do it and how he would be given the necessary authority. Our 
approach was that, once again, I was temporarily freed from normal duties as con- 
troller to head what we called the “Presidential Task Force’. In this capacity, the 
president gave me the authority to operate freely in all areas of the company, once 
again with my two assistants. Above all else, we took every precaution to avoid 
lengthy arguments, but at the same time, every proposal and counter-proposal was 
given a fair hearing. If there was ever a matter under dispute with a department head, 
it was resolved by a meeting of the president, the department head and myself. All 
facts were presented as each person saw them and a decision was made. 

Following are some of the highlights of this part of the program. Much the same ap- 
proach was used in other departments as was used in administration. I will, therefore, 
run through each of the main departments and items of expense and list some of the 
points that may be of value. Some of these approaches have already resulted in cost 
reductions while others are more long-range and it will be some time before their 
value is felt. 


I. SALES & SELLING EXPENSE c 

The item of selling expense has great potential for cost reduction. In many com- 
panies the philosophy seems to be that as long as sales are continuing upward, not to 
worry too much about the selling expenses as they are most necessary. This is partly 
true, but let’s take a look at a few items. 

The proper routing of salesmen is most important and is seldom controlled effec- 
tively. Many salesmen tend to cover their territories in an erratic manner with no 
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clearly-defined plan. They may decide they want to be home for supper or visit a 
fellow salesman or that they prefer a hotel in one town to that in another. These things 
all have a very real effect on how the salesman covers his territory. 

Establish incentives on the size and type of merchandise that is sold. Salesmen 
should be made aware of the items having a high gross profit and you may improve 
your profitability if you give them an incentive of some kind on these items. 










Make certain of the quality of your salesmen. 

Keep a.careful check on the frequency of calls made by salesmen. Some salesmen 
may not like to call on customers who are a little difficult to deal with. They may tend 
to concentrate on those customers who give them a warm reception and are most 
congenial, even though their orders are small. It must also be determined how often 
an account should be contacted, giving recognition to the type of territory, etc. 

Be careful in establishing quotas. It is necessary to keep in mind the type of busi- 
ness that is most profitable in each territory by considering such costs.as transporta- 
tion, warehousing, etc. There may be a higher demand for certain products in some 
areas by the very nature of the product and this should be considered in establishing 
the quotas. 

Look into selling and discount policies. It may be possible to reduce prices slight- 
ly on volume business and more than make up the discount through savings in trans- 
portation. , 

Make a very careful appraisal of your sales force. If sales are sagging, the worst 
thing that can be done is to reduce sales force. In fact, it may be necessary to increase 
it in order to reach a greater percentage of the market and push your products harder. 
It may be desirable to offer deals of one type or another, but remember for every 
deal that is sold you have lost a potential sale of your regular product. In other words, 
there is a danger of filling the pipeline with too many deals and finding that your } 
sales have fallen off in a subsequent period. Special incentives to salesmen are often 
useful. There should be more direct contact with field representatives by sales man- | 
agement personnel. 

. More sales meetings should be held to build up and increase sales tempo. It may 
be worth while to use market research analysis more to determine the areas where 
you can best spend your money and energy to develop and increase your share of 
market. F 

Analyze the cost of your sales territories and develop a program for improving 
unprofitable territories. 

We found it was most useful to supply each product director with a listing of every 
product and packing for which he was responsible, showing the selling price, gross § 
profit and percentage of gross profit for this year together with the percentage of gross 
profit realized last year. Each product director is expected to examine this list and 
question any products falling below our required gross profit percentage. Of course, 
there will always be some products that fall below this objective but have to be main- | 
tained for other reasons. The product director is then expected to take the necessary 
steps to improve the gross profit percentage or give consideration to dropping the 
product entirely. This year, as an illustration, we dropped an entire division which 
constituted a considerable percentage of our total sales figure. 

Caution must be exercised here, however, as it may not always be the best move 
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to drop a product line. The effect on overhead absorption must be considered. A 
profit may be falling far below the profit. objective or even show a slight loss, but 
it is absorbing so much overhead that, to drop. it, would mean dragging down the 
profitability of all other products through the redistribution of this unabsorbed over- 
head. 

Make use of product line profit and loss statements. This should be done at the 
time budgets are established, rather than attempting to rework the completed budget 
to show product profitability. 

Determine the cost of filling an order, including items such as receiving stock in 
warehouses, warehouse storage, maintaining inventory records, packing and shipping, . 
invoicing, credit approval, accounts receivable, filing, stationery cost, sales statistics, 
recording payments, customer statements, sales correspondence, transportation, sam- 
ples and demonstrations, losses from bad debts, etc. Along with this study, check 
the size of your orders. Nothing will increase costs faster than a multitude of small 
orders. 


Il. TRANSPORTATION 

In the area of transportation, a great deal of money can be saved by checking the 
routings of shipments and making full use of pooled shipments. There should also 
be a continual checking of rates. 

To get some idea of whether transportation costs are excessive, it is useful to re- 
late the total transportation expense to sales promotion or, to take it a step further, 
total transportation plus stock and shipping to total sales promotion. You may discover 
that you are spending just as much on these items of cost as you are on sales promo- 
tion, without doing anything to really promote the product. All that has been done 
is to complete delivery. 


If. SALES PROMOTION 

In the area of sales promotion, spend the budget dollars carefully. Select the prod- 
ucts that you wish to promote, bearing in mind whether it should be a short-term or a 
long-term promotion. Look into the possibility of either eliminating products com- 
pletely or eliminating the sales promotion if they are small volume items. 

Don’t fall into the trap of being persuaded by U.S. practices. In many instances 
the Canadian market is entirely different. 

Beware of traditions in the size of packings. It is possible that many packings will 
move faster if the content is either increased or decreased, depending on the circum- 
stances, and you may also be able to save some cost in transportation. 


IV. MANUFACTURING ; 


Manufacturing, of course, is probably the biggest potential area of cost reduction. 
| would like to hazard a guess that on the average, overhead costs can be reduced 
by 15% to 20% if a concerted, long-term plan is put into effect. Here, I believe that 
the first and second level of supervision is the key to infinite cost reductions. A con- 
tinuing check should be made on such items as the number of machine changes, the 
measurement, control and disposal of waste (this is usually a very large item in most 
companies), machine utilization, overtime, maintenance, etc. Watch your indirect 
labour costs and be certain that any proposed reduction actually does take place 
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and that the dollars are not simply shovelled into another department. Personnel 
statistics are a useful tool in controlling this item. 

We established a profit improvement program which has had excellent results. 
Members of manufacturing, research and sales are requested to submit details of 
their plans for cost reduction and an estimate is made of the amount realizable in the 
current year and the annual saving thereafter. Along this same line, we found it ex- 
tremely useful to conduct the occasional brain-storming session. As an illustration, 
one such session on the subject of adhesive bandages yielded 28 items to be checked 
for cost reduction, many of which were put into effect. For example, the width of a 
wrapper was reduced by 2” which, while it did not affect the quality of the product 
in any way, saved several thousand dollars per year. 

A suggestion award plan, properly set up and administered, can be very useful. 

Beware of large, shiny, fast machines. Speed is not always a final criterion in de- 
termining which machine should be purchased. You may end up with a monster 
that is spewing out finished product at a rate much faster than it can be handled. 


Make certain of your plant security. 

A study of the cost of corrugates almost always yields a cost reduction. Are you 
paying for board that is heavier than that required to meet Canadian Freight As- 
sociation standards? Are the flaps larger than required? Do you need partitions in the 
container—or, would it be cheaper to use partitions and eliminate separate boxes 
for each bottle or jar? Is the container the best size for maximum space utilization 
for both storage and loading? Is the container strong enough to be palletized? 

Check your methods of material handling. Small capital expenditures in this area 
often yield large savings. 

If you are using a system of standard cost, be extremely careful not to overlook 
those costs not directly identifiable with a unit of production. These might be re- 
ferred to as standard cost variances and include such items as provision for in- 
ventory gains or losses, gain or loss on exchange, purchase price variance, under or 
over-absorbed burden, idle plant capacity, special charges such as cost of taking 
inventory, obsolete and returned goods destroyed, etc. 

Our cost program, as it stands today, started to get into full swing only last year. 
We did make provision for such items but soon found that we had to undertake 
further refinements and controls. We instituted a system of special work orders which 
had to be raised whenever any work was done that was not covered by a standard 
cost. The results were quite surprising. Our original budget for these “standard cost 
variances” was almost doubled. The interesting thing to observe here is that what 
formerly would show up as an inventory variance could now be identified as a cost 
variance and, once identified, was susceptible to immediate analysis and control. 
This in itself was a major step forward. 

We still have some way to go in this area but are at least on much firmer ground 
than we were last year and—most important of all—are able to define responsibility 
in most areas and obtain more realistic figures. 


FOLLOW-UP AND CONTROL 
As with any system of budgetary control, once the cost reduction program has 
gone into effect, the need for constant follow-up becomes apparent. Beware of the 


Ad 





ced 


uct 


de- 
ter 


Jou 
As- 
the 
Xes 
ion 


rea 


Dar, 
ake 

ich © 
ard © 
cost 
hat 5 
ost 
rol. 


und } 
ot ia 
lity § 


has 
the 





possibility of creating the illusion that an expense has been controlled by simply es- 
tablishing a budget. 

Before any effect can be felt from follow-up, it is first necessary to install controls 
at certain key points, one of these being the correct coding and accounting for all 
transactions that pass through the books. Nothing will kill a program faster than 


‘to report a substantial variance only to find, when all details are available, that a 


coding or posting error has been made and the variance in that account really doesn’t 
exist. This error is then compounded as there must be at least one other account 
that has not been properly charged and could probably be showing a favourable 
variance. It can happen that, before the error is corrected, a further expenditure is 
made by the individual showing a favourable variance in his budget while he is still 
under the misapprehension that he can spend this money and remain within budget. 
Therefore, I cannot overemphasize the need for proper and accurate recording of all 
transactions. 

Communications are also vital. If any department proposes changing their original 
plans, the finance division must be brought into the picture immediately. Similarly, 
the finance division should never change a budget for any reason whatsoever without 
the express approval of the department head whose budget is involved. 

Budgets, of course, should be prepared as accurately as possible giving due con- 
sideration to all known facts at the time. Variances from budget are not necessarily 
alarming. A variance may be occasioned by a weakness or flaw in the establishment 
of the budget or by an error in the recording of the actual expense. This type of 
variance is dangerous, as it will soon undermine the entire system of budgetary con- 
trol. On the other hand, a true variance is not necessarily alarming provided a clear 
and logical reason can be given for the variance—in fact, one of the main purposes 
behind establishing budgets is to force explanation of any unusual expenditures. 

The next big problem is to ensure that all the leaks have been plugged. Accounting 
for inventory is a good example. It took us a long time to cover all the areas to en- 
sure that we were accounting for all transactions relating to inventories adequately 
and accurately—in fact, we still have some ground to cover. You may find that 
samples used by quality control or research have simply been taken off the produc- 
tion line at some stage without any record having been maintained, with the obvious 
result that you will show an inventory loss equal to the cost of these samples. Goods 
destroyed must have proper documentation. “No charge” items can be dynamite if 
not properly controlled. Today, they may be a small item and you may wonder 
whether it is necessary to control such a minor cost. However, tomorrow there may 
be a change in sales policy and you may suddenly find that you have been giving 
away carloads of merchandise, all no charge and all with no documentation. 

When I refer to follow-up, I do not simply mean the reporting of actual expenses 
against budget. Follow-up enters into many other areas. If-a system has been develop- 
ed to improve efficiency or fill some other need, there must be a follow-up. If certain 
plans have been adopted and a program set out; this also must be followed up to en- 


Sure that it is completed. 


The control of inventory may appear to have nothing to do with a cost reduction 
program, but it certainly does play a major part in more than one way. If inventor- 
ies are not properly controlled, they will build up to the point where too much cash 
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is tied up, which may prevent you from carrying out other cost reduction programs 
through improving facilities or equipment; space becomes a serious problem where 
materials are handled several times instead of once or twice, which may lead you to 
believing that you must expand your warehousing facilities, with resultant increased 
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costs and further investment in nonproductive fixed assets. Furthermore, if proper, j 


control is not maintained it will probably be necessary to take several inventories 
during the year in order to obtain a more accurate picture. This, of course, means 
a considerable increase in costs together with a probable loss of production. 

With our diversified products, we do have an inventory problem. While we have 
not yet beaten it completely, we are very close to it. After much discussion, we in- 
stalled a system of material requisitioning which seems to be working out very well. 
In addition, we installed a bookkeeping machine to record all transactions affecting 
inventories of raw material by item of material. The machine is set up in such a way 


that whenever the minimum quantity is reached or passed, the item is flagged on the | 


backing sheet and is easily picked out by the purchasing agent. This minimum is not 
necessarily a re-order quantity but simply a warning that the item must be checked. 
At that point the purchasing agent will either re-order or may set a new minimum if 
conditions have changed, in which case the item will be flagged again once the new 
minimum has been reached. 

We have also installed an intercoupler, the first of its type in Montreal, which 
punches up tabulating cards of transactions. The intercoupler will punch up cards 


showing total requisitions of each item of material for the week to provide data for | 


weekly material usage reports. A further tabulation is made up morthly to provide 


the basis of the entry to relieve the general ledger control account. Each month the 


inventory ledger is reconciled with the general ledger control account. 
REVISIONS 

Normally, we make a formal revision every quarter. However, because of the 
nature of the Task Force’s work, it was necessary to make revisions constantly. To 
assist in this and to provide follow-up and control on budgets as they were revised, 
a simple set of work sheets was used. Each of the major items of expense, such as 
administration, were broken down into controllable and non-controllable, and entered 


on columnar spread sheets. The original budget for each item of expense was then | 


entered in the first column and revisions as they were made, were entered in ad- 
joining columns with a current total year budget showing in the last column. All 
revisions to budgets were cross-referenced to detailed documentation, which formed 
part of the work sheets. 

The next step was to set up in the same mariner a second set of work sheets for 
each major item of expense, once again entering the original budget and all revisions 


made to date, with the additional step of deducting actual expenses each month and | 


showing the balance available at any given time. 
It is almost impossible—and seldom practical—to attempt to break out expenses 
on a monthly basis. There are some exceptions but, by and large, it is difficult and 


unwieldy. By knowing the balance available at all times, you haye a quick reference, 


and a simple but usable control. Once the balance available becomes zero, no more 
expenditures can be made in that budget without express approval. 


Whenever any substantial revisions have been made. regardless of the time of the 
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month or year, an interim forecast is taken off to indicate where we now stand and 
a new objective is set for further cost reduction in order to meet our profit objective. 


SUMMARY 
I would now like to sum up the main points I have made in as short a form as 


possible: 


(1) 


(2) 


w 
~~ 


(4) 
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~~ 


(6) 
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~ 


(8) 
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~~ 


(10) 


(11) 


(12) 
(13) 


(14) 
(15) 


Detect changes in business conditions at the earliest possible stage and take 
corrective action as soon as the first indications of wavering are detected. 
Establish your profit objective and make plans for achieving this objective. 
Select the individual or individuals who are capable of accomplishing this ob- 
jective and provide them with the authority to discharge their responsibility. 
Ensure that the lines of responsibility are clearly set out in an organization 
chart, even if the chart is not completely accurate in every detail. 

Accuracy in sales forecasting is of prime importance. Be critical of all forecasts 
and insist that techniques be refined to the point where the sales forecast can- 
not be disputed. This is one of the most important links in the overall plan. 

If you detect a sales fall-off, don’t assume that you are the victim of a reces- 
sion that you have read about but haven’t really been able to detect. You may 
be losing a substantial share of market to a competitor and are not really being 
affected by the recession at all. 

Use caution in analyzing statistics or surveys. You may be told that there is a 
$3 million potential market for garbage cans in a particular area, only to find 
that the population still prefers to use cardboard boxes. 

Establish realistic and attainable budgets in all areas of manufacturing costs 
and commercial expenses. Don’t assume that you can ignore costs that are 
building up day-by-day in the hope that they will go away sometime before the 
year-end. It is easy to talk yourself into the fallacy that certain provisions are 
really overstated. It is also easy to convince yourself, despite actual results to 
date, that things will improve soon “because the budget says they must”. 

If you find that cost reduction is needed, do not make the mistake of adopting 
“crash action.” The term itself implies that there is not too much hope of sur- 
vival for the individuals involved in such a situation. Use the approach of a 
“precautionary landing” where you at least have a second chance of rectifying 
any errors that may be made in the first approach. 

Select the areas for cost reduction, but make your decisions only after a care- 
ful review has been made. 

When faced with staff reductions, hold quality uppermost. If you have a person 
who has shown excellent performance but whose position has become surplus, 
keep him, even at the risk of being overstaffed until he can be relocated in 
another position, possibly as a replacement for a person who is inefficient. 
Make certain that you are “observing” and not just “seeing.” 

Once a program has been developed. close follow-up is necessary until the 
program has been completed. 

Establish proper controls to ensure accurate recording and reporting. 

Do net let the absence of a complete system of budgetary control deter you 
from taking steps to institute a system of cost reduction. Many of the controls 
can be installed very easily and will begin to pay dividends almost immediately. 
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When involved in a program of cost reduction, frequent revisions to budgets” 
are most necessary to keep everyone informed of their latest budget: Control} 
can never be exercised if the person actually controlling the budget does not 
have the latest objective or limit available to him as soon as possible. 
Actual expenses must be applied to these revised budgets at the earliest pos- 
sible time to calculate the new “balance available.” 
The forecast for the coming year must be accompanied by a long-range fore- | 
cast, covering a period of at least five years, to provide the basis for establish- 
ing long-range programs of cost reduction. ’ 
Unnecessary costs are the biggest embezzlers of company funds. Be constantly _ 
on the lookout for such costs. 
Don’t expect dramatic results on short notice. A program of cost reduction} 
will take two years or more. 
In implementing a cost reduction program, remember that the person re-) 
sponsible, though diplomatic, must have no fear of pointing out all the facts in 
a given situation. He must be able to get to the heart of a problem quickly, be 
decisive but impartial in his decisions, and have the ability to get action’ 
through the co-operation and support of personnel in all areas of the company. 
For further reading 

SIGNIFICANT AREAS FOR COST REDUCTION, By B. A. C. Hills, Cost and Management, 

Sept. 1956. 

PLANNING A PROFIT IMPROVEMENT PROGRAM, By F. R. Manuel, Cost and Manage: | 

ment, Dec. 1957. 

IMPLEMENTING A PROFIT IMPROVEMENT PROGRAM, By G. E. Morden, Cost and 

Management, Dec. 1957. 


PERSONALS 
P. O. BEATON, R.I.A., a member of the Council of the New Brunswick Society and of 
the Fredericton Chapter, was elected President of the Institute of Public Adminis: | 
tration of Canada at its tenth annual meeting held recently in Fredericton. Mr. 
Beaton is Secretary-Treasurer of the New Brunswick Electric Power Company. 
R. A. MCKINLEY, R.I1.A., a former member of the Hamilton Chapter and course instruc: 
tor at McMaster University, has been appointed Assistant Industrial Advisor for the 
Bank of Montreal in Toronto. Mr. McKinley was employed with Coffield Washer Co. 
Ltd., Hamilton. 
E. G. DEWLING, F.C.1.S., formerly Secretary and Chief Accountant of the Eastern 
Trust Company, Halifax, has been appointed Assistant General Manager of thé 
company and continues as Secretary. Mr. Dewling is President of the Society of 
Industrial and Cost Accountants of Nova Scotia. 
C. E. COOKE of the Vancouver Chapter Executive, was recently appointed Chief Ac- 
countant for O’Keefe’s Brewing Co. Limited in Vancouver by the parent company. 
A. BRUCE MCDONALD, a Director of the Cape Breton Chapter, has been appointed 
Business Manager and Secretary-Treasurer of the Post Publishing Co. Ltd., publish= 
ers of the Cape Breton Post. Mr. McDonald was formerly Accountant with the com= 














